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INTRODUCTION

This document,* is a report of the staff of the Joint Committee on Taxation (“Joint
Committee staff”) in connection with a study of the overall state of the Federal tax system. This
report is being transmitted, as required under section 8022(3)(B) of the Internal Revenue Code of
1986, to the House Committee on Ways and Means and the Senate Committee on Finance.

Under section 8022(3)(B), the Joint Committee staff is required to report at least once each
Congress on the overall state of the Federal tax system and to make recommendations with
respect to possible ssmplification proposals and other matters relating to the administration of the
Federal tax system.?

The Joint Committee staff is publishing this study in three volumes. Volume | of this
study contains Part One (Executive Summary and Joint Committee on Taxation Staff Study
Mandate and Methodology), Part Two (Overall State of the Federal Tax System), and four
Appendices (Academic Advisorsto the Joint Committee on Taxation, Tax Policy Advisorsto the
Joint Committee on Taxation, Genera Accounting Office Materials, and Congressional Research
Service Materials). Volume Il of this study contains Part Three (Recommendations of the Joint
Committee on Taxation Staff to Simplify the Federal Tax System). Volume 1l of this study
contains papers relating to simplification submitted to the Joint Committee on Taxation by tax
scholars in connection with the study.

! This document may be cited as follows: Joint Committee on Taxation, Study of the
Overall Sate of the Federal Tax System and Recommendations for Smplification, Pursuant to
Section 8022(3)(B) of the Internal Revenue Code of 1986 (JCS-3-01), April 2001.

2 Section 8022(3)(B) was added by section 4002(a) of the Internal Revenue Service
Restructuring and Reform Act of 1998.



PART THREE.--RECOMMENDATIONS OF THE STAFF OF THE JOINT
COMMITTEE ON TAXATION TO SSIMPLIFY THE FEDERAL TAX SYSTEM

|. ALTERNATIVE MINIMUM TAX
A. Background

The minimum tax was originally enacted to cutback tax benefits derived from exclusions,
deductions and credits that were given preferential tax treatment (known as tax preferences), but
has evolved into a completely separate, alternative tax regime within the Federal income tax.
Individuals, trusts, estates, and corporations generally must compute their Federal income tax
two ways -- first, to determine regular income tax liability, and then a second time to determine
minimum tax liability. Although ataxpayer ultimately may not have a minimum tax liability,
many taxpayers must make the computation to determine if they do. In addition, the alternative
minimum tax regime can limit the benefits of various deductions and credits, even though the
taxpayer ultimately does not have a minimum tax liability. Thus, the aternative minimum tax
regime affects many more taxpayers than the taxpayers that actualy pay a minimum tax.

The concept of aminimum tax was enacted as part of the Tax Reform Act of 1969 (the
“1969 Act”). The 1969 Act provided for an “add-on” minimum tax at arate of 10 percent
applied to a specified list of tax preferences,® minus an exemption amount (generally $30,000).
The add-on minimum tax was added to the taxpayer’ s regular income tax in determining the
amount of income tax owed by the taxpayer. The purpose of the minimum tax was described as
follows.

The prior treatment imposed no limit on the amount of income which an

individua or corporation could exclude from tax as the result of various tax
preferences. Asaresult, there were large variations in the tax burdens placed on
individuals or corporations with similar economic incomes ... . [l]ndividuals or
corporations which received the bulk of their income from such sources as capital
gainsor were in a position to benefit from ... tax-preferred activities tended to
pay relatively low rates of tax. In fact, many individuas with high incomes who
could benefit from these provisions paid lower effective rates of tax than many
individuals with modest incomes. In extreme cases, individuals enjoyed large
economic incomes without paying any tax at all. ... Similarly, anumber of large

! Theitems of tax preferences that were subjected to the 10 percent add-on minimum tax
included: (1) excess investment interest income; (2) accel erated depreciation on persona
property; (3) accelerated depreciation on real property; (4) amortizations of rehabilitation
expenditures; (5) amortization of certified pollution control facilities; (6) amortization of railroad
rolling stock; (7) tax benefits from stock options; (8) bad debt deductions of financial
institutions; (9) depletion; and (10) the deduction for capital gains.



corporations paid either no tax at all or taxes which represented very low effective
rates.?

The Tax Reform Act of 1976 (the “1976 Act”) modified the add-on minimum tax to
expand the items of tax preference,” increase the tax rate to 15 percent, and reduce the exemption
amount. The purpose of the modifications to the minimum tax was described as follows.

The minimum tax was enacted in the Tax Reform Act of 1969 in order to make
sure that at least some minimum tax was paid on tax preference items, especialy
in the case of high-income persons who were not paying their fair share of taxes.
However, the previous minimum tax did not adequately accomplish these goals,
so the Act contains a substantial revision of the minimum tax for individualsto
achieve this objective. ... Congressintended these changes to raise the effective
tax rate on tax preference items, especially for high-income individuals who are
paying little or no regular income tax.*

Congress believed that, asin the case of individuals, it was appropriate to raise the
effective tax rate on corporate tax preferences subject to the minimum tax.>

The Revenue Act of 1978 (the 1978 Act”) restructured the minimum tax into two taxes
for individuals. The add-on minimum tax was retained for all tax preferences except with
respect to the capital gains deduction and excess itemized deductions. A new aternative
minimum tax was established to adjust the taxpayer’s income for these two items.® The
alternative minimum tax applied a three-tier rate schedule (10 to 25 percent) to alternative
minimum taxable income in excess of $20,000. Refundable tax credits and foreign tax credits
were the only tax credits alowed in computing the aternative minimum tax. If the taxpayer’s
alternative minimum tax exceeded the taxpayer’ s regular tax plus the add-on minimum tax, the
greater aternative minimum tax would be payable. The purpose of the minimum tax
restructuring was described as follows.

2 Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1969
(JCS-16-70), December 3, 1970, at 105.

% The items of tax preference added by the 1976 Act include: (1) certain itemized
deductions in excess of 60 percent of adjusted gross income; (2) intangible drilling costs; and (3)
accelerated depreciation on leased personal property. The 1976 Act also removed timber capital
gainsfrom the list of tax preferences for corporations.

* Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1976
(JCS-33-76), December 29, 1976, at 105.

51d. at 107.

® In computing alternative minimum taxable income, itemized deductions in excess of 60
percent of modified adjusted gross income generally were disallowed. Certain itemized
deductions (medical, casualty, State and local taxes, and estate tax on income in respect of a
decedent) were allowed.



The Congress believes that, in the case of capita gains, the present minimum tax
has adversely affected capital formation and that the purpose for which the
present minimum tax was enacted can be accomplished better, in the case of
capital gains, by the implementation of an aternative minimum tax on capital
gains which would be payable only to the extent it exceeds an individual’s regular
tax liability. By eliminating capital gains as an item of tax preference under the
present minimum tax, and by enacting an alternative minimum tax applicable to
capital gains and adjusted itemized deductions, the Congress anticipates that
capital formation will be facilitated, and every individual will pay at least a
reasonable minimum amount of tax with respect to large capital gains.

While the Congress believes that it is appropriate to substitute an alternative
minimum tax for the present minimum tax in the case of capita gainsand

adjusted itemized deductions, it also believes that the present minimum tax should
be retained in the case of the other items of tax preference.

... The aternative minimum tax rates rise to a maximum of 25 percent for those
persons with incomes ... exceeding $100,000. Thus, taxpayers paying high
regular taxes (i.e., approaching, or in excess of, 25 percent of very large incomes)
generaly will not be subject to any aternative minimum tax, and they thus will
have no disincentive, attributable to the minimum tax, for making capital gain
investments. However, the provision will insure that those high income
individuals currently paying low regular taxes and realizing large capital gains
will pay substantially more tax in the future.”

Thus, the current structure of the alternative minimum tax was introduced in 1978.

The Tax Equity and Fiscal Responsibility Act of 1982 (the “1982 Act”) expanded the
alternative minimum tax and repealed the add-on minimum tax for individuals® The tax
preferences that had been subject to the add-on minimum tax became tax preferences for
computing the aternative minimum tax. Thetax preference for excess itemized deductions was
repealed, but only certain itemized deductions were allowed in computing the alternative
minimum tax.® The 1982 Act increased the exemption from $20,000 to $30,000 ($40,000 for
married individuals filing ajoint return). The purpose of the minimum tax changes was
described as follows.

7 Joint Committee on Taxation, General Explanation of the Revenue Act of 1978 (JCS-7-
79), March 12, 1979, at 261-262.

8 The add-on minimum tax continued to apply to corporations until 1987.

® These itemized deductions included: (1) medical expensesin excess of 10 percent of
adjusted grossincome; (2) interest on indebtedness in connection with the acquisition,
construction, or substantia rehabilitation of a principal residence; (3) other interest expense to
the extent of net investment income; (4) casualty losses; (5) wagering losses; (6) charitable
contributions; and (7) estate tax on income in respect of a decedent.



Congress amended the present minimum tax provisions applying to individuals
with one overriding objective: no taxpayer with substantial economic income
should be able to avoid all tax liability by using exclusions, deductions and
credits. Although these provisions provide incentives for worthy goals, they
become counterproductive when individuals are allowed to use them to avoid
virtually al tax liability. The ability of high-income individualsto pay little or no
tax undermines respect for the entire tax system and, thus, for the incentive
provisions themselves. Therefore, Congress provided an alternative minimum tax
which was intended to insure that, when an individua’ s ability to pay taxesis
measured by a broad-based concept of income, a measure which can be reduced
by only afew of the incentive provisions, tax liability is at least a minimum
percentage of that broad measure. The only deductions alowed, other than costs
of producing income, are for important personal or unavoidable expenditures
(housing interest, medical expenses and casualty losses) or for charitable
contributions, the deduction of which isaready limited to a percentage of
adjusted gross income.

The changes in the minimum tax also simplify the taxpayer’ s computations, since
the present law add-on minimum tax isrepealed. This change actually provides
tax reductions for some middle-income taxpayers who pay a minimum tax on
some preference income but aso have substantial amounts of non-preference
income. By adding all preferencesinto the base of the alternative minimum tax
and focusing the minimum tax on high income individuas, the provision
increases tax liability only for income classes of taxpayers with over $50,000 of
income.

The Tax Reform Act of 1986 (the “1986 Act”) further modified the minimum tax
provisions of the Code by expanding the base of the aternative minimum tax for individuals,
replacing the 15-percent add-on minimum tax for corporations with a broad-based alternative
minimum tax, and making various structural changes. For individuals, the three-tier rate
schedule was replaced with a single rate of 21 percent. For corporations, the alternative
minimum tax rate was set at 20 percent. The general purpose of the modifications was described
asfollows.

Congress viewed the minimum taxes under prior law as not adequately addressing
the problem, principally for two reasons. First, the corporate minimum tax, asan
add-on rather than an alternative tax, was not designed to define a comprehensive
income base. Second, the prior law minimum taxes did not sufficiently approach
the measurement of economic income. By leaving out many important tax
preferences, or defining preferences overly narrowly, the individual and corporate

10 J0int Committee on Taxation, General Explanation of the Revenue Provisions of the
Tax Equity and Fiscal Responsibility Act of 1982 (JCS-38-82), December 31, 1982, at 17-18.



minimum taxes permitted some taxpayers with substantial economic incomes to
report little or no minimum taxable income and thus to avoid all liability.™

In addition, the 1986 Act made significant changesto the regular income tax. For
individuals, many tax preferences were reduced or eliminated and tax shelters were significantly
curtailed by the enactment of the passive loss limitations. Individual regular income tax rates (of
up to 50 percent) were replaced with atwo-tier schedule of 15 and 28 percent. Similarly, for
corporations, many tax preferences and special deductions or credits were reduced or eliminated
and the top income tax rate was reduced from 46 percent to 34 percent.

The aternative minimum tax rates for individuals were increased to 24 percent by the
Omnibus Budget Reconciliation Act of 1990. A two-tier rate structure for individuals (with 26
percent and 28 percent rates) was enacted by the Omnibus Budget Reconciliation Act of 1993.

The Taxpayer Relief Act of 1997 (the “1997 Act”) repealed the alternative minimum tax
for small corporations (generally with average annual gross receipts under $7.5 million) and
cutback on the tax preference for depreciation.” The purpose of these changes was described as
follows.

The Congress believed that the aternative minimum tax inhibits capital formation
and business enterprise. Therefore, the Act modified the depreciation adjustment
of the dternative minimum tax (the most significant business-related adjustment
of the dternative minimum tax) with respect to new investments. In addition, the
Congress believed that the alternative minimum tax is administratively complex.
Therefore, the Act repealed the alternative minimum tax for small corporations.™

The Taxpayer Relief Act of 1999, as passed by Congress, would have phased out and
repealed the individual aternative minimum tax. The bill was vetoed by President Clinton.*

1 Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1986
(JCS-10-87), May 4, 1987, at 432-33.

121n addition, the 1997 Act repealed the alternative minimum tax adjustment for farmers
using the installment method of accounting.

3J0int Committee on Taxation, General Explanation of Tax Legislation Enacted in 1997
(JCS-23-97), December 17, 1997, at 60.

¥ H.R. 2488, 106™ Cong, Ist Sess.



B. Present Law

I ndividual Alternative Minimum Tax

In general

Present law imposes an aternative minimum tax on an individua to the extent the
taxpayer's tentative minimum tax liability exceeds his or her regular tax liability.” The tentative
minimum tax liability is computed for individuals at rates of (1) 26 percent on the first $175,000
of aternative minimum taxable income in excess of a phased-out exemption amount and (2) 28
percent on the amount in excess of $175,000. The exemption amounts are $45,000 in the case of
married individuals filing ajoint return and surviving spouses; $33,750 in the case of other
unmarried individuas; and $22,500 in the case of married individuals filing a separate return,
estates, and trusts. These exemption amounts are phased out by an amount equal to 25 percent of
the amount that the individual's aternative minimum taxable income exceeds a threshold amount
($150,000 for married individuals filing ajoint return and surviving spouses; $112,500 for
unmarried individuals, and $75,000 for married individuals filing a separate return, estates, and
trusts). The exemption amounts, the threshold phase-out amounts, and the $175,000 rate bracket
amount are not indexed for inflation. The lower capital gains rates applicable to the regular tax
also apply for purposes of the alternative minimum tax.

Alternative minimum taxable income is the taxpayer's taxable income increased by
certain preference items and adjusted by determining the tax treatment of certain itemsin a
manner that negates the deferral of income resulting from the regular tax treatment of those
items.

With certain exceptions discussed below, nonrefundabl e tax credits may not reduce an
individual’ s tax liability below tentative minimum tax liability.

Preferenceitemsin computing alter native taxable income

The minimum tax preference items® for individuals are:

(D The excess of the deduction for percentage depletion over the adjusted basis of
mineral property at the end of the taxable year."

2 The amount by which excess intangible drilling costs arising in the taxable year
exceed 65 percent of the net income from ail, gas, and geothermal properties.’®

B Gec, 55.
16 gec. 57.

Y This preference does not apply to percentage depletion allowed with respect to oil and
gas properties.



(3)

(4)

(5)

Tax-exempt interest income on private activity bonds (other than qualified
501(c)(3) bonds) issued after August 7, 1986.

Accelerated depreciation or amortization on certain property placed in service
before January 1, 1987.

Forty-two percent of the amount excluded from income under section 1202
(relating to gains on the sale of certain small business stock).

In addition, losses from any tax shelter farm activity or passive activity are not taken into
account in computing alternative minimum taxable income.™

Adjustmentsin computing alter native minimum taxable income

The adjustments® that individuals must make to compute alternative minimum taxable

income are:

(1)

(2)

(3)

(4)

Depreciation on property placed in service after 1986 and before January 1, 1999,
must be computed by using the generally longer class lives prescribed by the
alternative depreciation system of section 168(g) and either (a) the straight-line
method in the case of property subject to the straight-line method under the

regular tax or (b) the 150-percent declining balance method in the case of other
property. Depreciation on property placed in service after December 31, 1998, is
computed by using the regular tax recovery periods and the aternative minimum
tax methods described in the previous sentence.

Mining exploration and devel opment costs must be capitalized and amortized
over a 10-year period.

Taxable income from along-term contract (other than a home construction
contract) must be computed using the percentage of completion method of
accounting.

The amortization deduction allowed for pollution control facilities placed in
service before January 1, 1999 (generally determined using 60-month
amortization for a portion of the cost of the facility under the regular tax), must be
calculated under the aternative depreciation system (generally, using longer class
lives and the straight-line method). The amortization deduction allowed for

18 This preference does not apply to independent producers to the extent the producer's
aternative minimum taxable income is reduced by 40 percent or less without regard to the

preference.

9" After enactment of the passive activity loss limitations by the 1986 Act, these
provisions have little application and generally are considered to be deadwood.

2 Sec, 56.



pollution control facilities placed in service after December 31, 1998, is
calculated using the regular tax recovery periods and the straight-line method.

5) Miscellaneous itemized deductions are not allowed.

(6) Deductions for State, local, and foreign real property taxes, State and local
personal property taxes; and State, local, and foreign income, war profits, and
excess profits taxes are not allowed.

@) Medical expenses are allowed only to the extent they exceed ten percent of the
taxpayer's adjusted gross income.

(8 Standard deductions and personal exemptions are not allowed.

(9 The amount allowable as a deduction for circulation expenditures must be
capitalized and amortized over a 3-year period.

(10) The amount allowable as a deduction for research and experimentation
expenditures must be capitalized and amortized over a 10-year period.?

(11) The specid regular tax rules relating to incentive stock options do not apply.
Other rules

The combination of the taxpayer's net operating loss carryover and foreign tax credits
cannot reduce the taxpayer's aternative minimum tax liability by more than 90 percent of the
amount determined without these items.

The various nonrefundable tax credits generally may not reduce an individua's regular
tax liability below tentative minimum tax.? However, for taxable years beginning in 2000 and
2001 the nonrefundable personal tax credits (i.e., the dependent care credit, the credit for elderly
and disabled, the adoption credit, the child credit, the HOPE and Lifetime Learning credits, the
credit for interest on certain mortgages, and the D.C. homebuyer credit) may reduce both the
regular tax and the aternative minimum tax.? The earned income credit and the additional child
credit for taxpayers with three or more qualified children are refundable and thus are not limited
by the taxpayer's tax liability, but a taxpayer must reduce the amount of these credits by the
taxpayer's alternative minimum tax.?* For taxable years beginning before 2002, the additional
child credit is not reduced by the alternative minimum tax.

1 No adjustment is required if the taxpayer materially participatesin the activity that
relates to the research and experimenta expenditures,

22 Secs. 26(a), 29(b)(6), 30(b)(3), and 38(c).
2 Sec. 26(a)(2).
% Secs. 24(d)(2) and 32(h).



If anindividual is subject to aternative minimum tax in any year, the amount of tax
exceeding the taxpayer's regular tax liability is allowed as a credit in any subsequent taxable year
to the extent the taxpayer's regular tax liability exceeds his or her tentative minimum tax liability
in such subsequent year.” For individuals, the credit is alowed only to the extent that the
taxpayer's alternative minimum tax liability isthe result of adjustments that are timing in nature.
For example, theindividua aternative minimum tax adjustments relating to itemized deductions
and personal exemptions are not timing in nature, and no minimum tax credit is allowed with
respect to these items.

Corporate Alter native Minimum Tax

In general

Present law imposes an alternative minimum tax on a corporation to the extent the
corporation’s minimum tax liability exceeds its regular tax liability.? Thisalternative minimum
tax isimposed on corporations at the rate of 20 percent on aternative minimum taxable income
in excess of a $40,000 phased-out exemption amount. The exemption amount is phased-out by
an amount equal to 25 percent of the amount that the corporation's alternative minimum taxable
income exceeds $150,000.

Alternative minimum taxable income is the corporation's taxable income increased by
certain preference items and adjusted by determining the tax treatment of certain itemsin a
manner that negates the deferral of income resulting from the regular tax treatment of those
items.

A corporation with average annual gross receipts of less than $7.5 million for the prior
three taxable years is exempt from the corporate aternative minimum tax.”” The $7.5 million
threshold is reduced to $5 million for the corporation’ sfirst taxable three-year period.

Preference items in computing alter native minimum taxable income

The minimum tax preference items for corporations generally are the same as for
individuals.

Adjustmentsin computing alter native minimum taxable income

The adjustments® that corporations must make in computing aternative minimum
taxable income are:

% Sec. 53,
% Sec, 55,
" Sec. 55(6).

% Sec. 56.
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(1)

(2)

(3)

(4)

(5)

(6)

(7)

Depreciation on property placed in service after 1986 and before January 1, 1999,
must be computed by using the generally longer class lives prescribed by the
alternative depreciation system of section 168(g), and either (a) the straight-line
method in the case of property subject to the straight-line method under the

regular tax or (b) the 150-percent declining balance method in the case of other
property. Depreciation on property placed in service after December 31, 1998, is
computed by using the regular tax recovery periods and the alternative minimum
tax methods described in the previous sentence.

Mining exploration and devel opment costs must be capitalized and amortized
over a 10-year period.

Taxable income from along-term contract (other than a home construction
contract) must be computed using the percentage of completion method of
accounting.

The amortization deduction allowed for pollution control facilities placed in
service before January 1, 1999 (generally determined using 60-month
amortization for a portion of the cost of the facility under the regular tax), must be
calculated under the alternative depreciation system (generally, using longer class
lives and the straight-line method). The amortization deduction allowed for
pollution control facilities placed in service after December 31, 1998, is
calculated using the regular tax recovery periods and the straight-line method.

The special rules applicable to Merchant Marine construction funds are not
applicable.

The special deduction allowable under section 833(b) Blue Cross and Blue Shield
organizations is not allowed.

The adjusted current earnings adjustment, described below.

Adjusted current earnings adjustment

The adjusted current earnings adjustment is the amount equal to 75 percent of the amount
by which the adjusted current earnings of a corporation exceeds its aternative minimum taxable
income (determined without the adjusted current earnings adjustment, or the alternative
minimum tax net operating loss deduction).” In determining adjusted current earnings, the
following rules apply:

(@) Property placed in service before 1994, depreciation generally is determined using
the straight-line method and the class life determined under the aternative
depreciation system.

® Sec. 56(g).
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(2)

(3)

(4)

()

(6)

(7)

(8)

(9)

(10)

Other rules

Any amount that is excluded from gross income under the regular tax but is
included for purposes of determining earnings and profitsisincluded in
determining adjusted current earnings.

The inside build-up of alife insurance contract isincluded in adjusted current
earnings (and the related premiums are deductible).

Intangible drilling costs of integrated oil companies must be capitalized and
amortized over a 60-month period.

The regular tax rules of section 173 (allowing circulation expenses to be
amortized) and section 248 (allowing organizational expenses to be amortized) do

not apply.

Inventory must be calculated using thefirst in, first out (FIFO) method, rather
than thelast in, first out (L1FO) method.

The installment sales method generally may not be used.

No loss may be recognized on the exchange of any pool of debt obligations for
another pool of debt obligations having substantially the same effective interest
rates and maturities.

Depletion (other than for oil and gas) must be cal culated using the cost method,
rather than the percentage method.

In certain cases, the basis of assets of a corporation that has undergone an
ownership change must be reduced to their fair market values.

The combination of the taxpayer's net operating loss carryover and foreign tax credits
cannot reduce the taxpayer's alternative minimum tax liability by more than 90 percent of the
amount determined without these items.®

The various nonrefundable business tax credits allowed under the regular tax generally
are not allowed against the alternative minimum tax.*

If a corporation is subject to aternative minimum tax in any year, the amount of tax
exceeding the taxpayer's regular tax liability is allowed as a credit in any subsequent taxable year
to the extent the taxpayer's regular tax liability exceeds its tentative minimum tax in such
subsequent year.

¥ Secs, 56(d) and 59(a).

3 Secs. 29(b)(6), 30(b)(3), and 38(c).
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C. Sourcesof Complexity
In general

The minimum tax was originally enacted to cut back tax benefits derived from
exclusions, deductions and credits that were given preferential tax treatment, but has evolved
into acompletely separate, alternative tax regime within the Federal incometax. Individuals,
trusts, estates, and corporations generally must compute their Federal income tax two ways --
first, to determine regular income tax liability, and then a second time to determine minimum tax
liability. Although ataxpayer ultimately may not have a minimum tax liability, many taxpayers
must make the computation to determine if they do. In addition, the alternative minimum tax
regime can limit the benefits of various deductions and credits, even though the taxpayer
ultimately does not have a minimum tax liability. Thus, the alternative minimum tax regime
affects many more taxpayers than the taxpayers that actually pay aminimum tax. Asaresult, the
present income tax system, with an aternative minimum tax involving multiple computations for
certain items of income, deduction, or credit, is difficult and burdensome to administer and
comply with.

I ndividual alter native minimum tax

It iswell known that the alternative minimum tax regime, which requires alengthy set of
alternative computations, is a significant source of complexity for affected taxpayers and for the
IRS.

For individuals, there is a 13-line worksheet to determineif the taxpayer must file a 50-
line form (Form 6251, to be used for computing the alternative minimum tax) with the taxpayer’s
annual income tax return. Thereis 48-line form (Form 8801) to determine the taxpayer’ s credit
for prior payments of the aternative minimum tax.* There are ten pages of IRS instructions
relating to these worksheets and forms. Complying with the aternative minimum tax requires
taxpayers to devote considerable time to try to understand and use the maze of tax rulesrelating
to thetax. Although there are no studies specifically measuring the compliance costs arising
from the aternative minimum tax, the IRS estimates that taxpayers spend over 29 million hours
annualy on Form 6251.%

While relatively few individuals have been subject to the aternative minimum tax to
date, much larger numbers of individuals will be subject to the alternative minimum tax in the
future, asshownin Table 1., below. In addition to the growing numbers of individuals who will
pay the minimum tax, other individua taxpayers may be affected by the alternative minimum tax
because their personal tax credits may be reduced or limited by the alternative minimum tax.
The Joint Committee staff estimates that the number of individual taxpayers paying the
aternative minimum tax will rise from 1.9 million in 2002 to 16.4 million in 2011, and the

% These worksheet and forms are attached at the end of this section .

¥ Annual Report from the Commissioner of the Internal Revenue on Tax Law
Complexity (June 5, 2000), at 26.
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number of individual taxpayers with personal tax credits reduced or limited by the aternative
minimum tax will rise from 1.7 million for 2002 to 6.3 million for 2011.%

Many of the increasing numbers of aternative minimum taxpayers (and the current ones)
are taxpayers for whom the aternative minimum tax was not intended to apply. Thisisthe result
of severa factors. First, the ability of taxpayers to use tax preferences to produce artificial losses
in computing the regular income tax was significantly curtailed by the 1986 Act. Second, major
components of the regular tax have been adjusted annually for inflation since 1985 (i.e., personal
exemptions, standard deductions, rate brackets, and earned income credit), while the alternative
minimum tax exemption amounts and rate brackets have not been adjusted for inflation. Thus,
inflation can cause individuals to be alternative minimum taxpayers.® Third, lower capital gains
rates were enacted in 1997, which can cause an interactive effect with alternative minimum tax.
Fourth, the child credit, also enacted in 1997, serves as a structural feature of the Code to make
an ability-to-pay adjustment in income taxes for families with children, and is not built in to the
alternative minimum tax.

Asaresult, it is expected that many taxpayers have, and will in the future, become
alternative minimum taxpayers because they (1) have large families, (2) live in States with high
income taxes, and (3) have significant capital gains. In addition, taxpayers with extremely large
medical bills or attorney fees for personal damage litigation could be alternative minimum
taxpayers. These generally are not the type of situations that would indicate an individua is
avoiding hisor her fair share of Federal income taxes.

It is particularly worthy to note that the aternative minimum tax can be atrap for the
unwary for taxpayers with large families. In Klaassen v. Commissioner,® amarried couple with
ten dependent children was subject to the alternative minimum tax in ayear in which their total
gross income was $83,000.

In addition, the alternative minimum tax can have the effect of creating disparate
treatment of taxpayers depending on where they live. Taxpayerswho live in States with high
income taxes may be subject to the alternative minimum tax by virtue of State (and local) income
taxes, while taxpayersliving in States with low income taxes or no income taxes would not.

Corpor ate alter native minimum tax

Like individuals, corporations are required to compute a second income tax base for the
alternative minimum tax, and compute a second tax. Because of the adjusted current earnings
adjustment, the second tax base in essence two tax bases. For example, depreciation may be

¥ See Joint Committee on Taxation, Overview of Present Law and Economic Analysis
Relating to the Marriage Penalty, the Child Tax Credit, and the Alternative Minimum Tax (JCX-
8-01), March 7, 2001, for amore detailed analysis.

® With higher rates of inflation, more individuals would be affected by the alternative
minimum tax.

% 182 F. 3d 932 (10" Cir. 1999), aff’g T.C. Memo 1998-241.
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computed one way for the regular income tax, but two separate ways for the alternative
minimum tax. Many of the corporate aternative minimum tax computations involve timing
differences, that is, in the early years of an investment a deduction may be larger for the regular
tax than for the aternative minimum tax, but in later years the deduction would be larger for the
alternative minimum tax than for the regular tax. Corporations are required to keep extensive
records of the various adjustments made for the alternative minimum tax.

The most common reasons for a corporation to be subject to the aternative minimum tax
are (1) investments in depreciable property; (2) inventories; (3) foreign tax credits; and (4) net
operating losses. At the time the alternative minimum tax was enacted for corporationsin 1986,
other changes were made in the 1986 Act (and subsequent legidation) to bring depreciation and
inventory deductions closer to measuring economic income. As aresult, the corporate
alternative minimum tax adjustments do not necessarily produce a more accurate measurement
of economic income, as was the origina purpose of the corporate aternative minimum tax.

D. Recommendationsfor Simplification

The Joint Committee staff recommends that the individual alter native
minimum tax should be eiminated.

The Joint Committee staff recommends that the corporate alter native
minimum tax should be diminated.

The Joint Committee staff believes that the individual aternative minimum tax no longer
serves the purposes for which it was intended. The present-law structure of the individual
alternative minimum tax expands the scope of the provisions to taxpayers who were not intended
to be alternative minimum tax taxpayers. The number of individual taxpayers required to
comply with the complexity of the individua alternative minimum tax calculations will continue
to grow due to the lack of indexing of the minimum tax exemption amounts and the effect of the
individual aternative minimum tax on taxpayers claiming nonrefundable personal credits. The
aternative minimum tax can be atrap for the unwary, especially for large families, and creates
disparate treatment of taxpayers depending on where they live.

Furthermore, legidative changes since the Tax Reform Act of 1986 (the “1986 Act”)
have had the effect of more closely conforming the regular tax base for individual taxpayersto
the aternative minimum tax base. For example, many of the preference limitations contained in
the pre-1986 individual alternative minimum tax were enacted, in part, because of concern with
individualsinvesting in tax shelter activities. The 1986 Act directly addressed this concern with
the enactment of the passive lossrules.

The Joint Committee staff believes that the individual alternative minimum tax should be
eliminated. Indexing the aternative minimum tax exemption amounts and allowing persona
credits against the alternative minimum tax would help to reduce the impact of the alternative
minimum tax. However, the Joint Committee staff believes that the utility of the individual
alternative minimum tax as a backstop to the regular income tax diminished after enactment of
the Tax Reform Act of 1986 and subsequent legidative changes. Thus, the Joint Committee staff
believes that the original purpose for the individual aternative minimum tax is no longer served
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in any meaningful way and, thus, the complexity of the present-law individual alternative
minimum tax is not justified.

Similarly, the Joint Committee staff believes the corporate alternative minimum tax
should be eliminated. The corporate aternative minimum tax does not necessarily produce a
more accurate measurement of income after the depreciation, inventory and accounting
provisions of the Tax Reform Act of 1986, and subsequent legidlation, have become fully
effective. Thus, the Joint Committee staff believes that the original purpose of the corporate
alternative minimum tax is no longer served in any meaningful way, and the elimination of the
corporate alternative minimum tax would relieve corporations from computing their tax base
using two different methods and complying with burdensome record keeping requirements.
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Table 1.--Actual and Projected Individual Income Tax
Returns With Tax Liability Under the Individual
Alternative Minimum Tax, 1987-2011

Number of Excessof AMT
returns paying Per centage of liability over regular
AMT filed returns tax liability ($
Y ear (thousands) paying AMT billions)
1987 140 0.1% 1.7
1988 134 0.1% 1.0
1989 117 0.1% 0.8
1990 132 0.1% 0.8
1991 244 0.2% 1.2
1992 287 0.3% 14
1993 335 0.3% 2.1
1994 369 0.3% 2.2
1995 414 0.4% 2.3
1996 478 0.4% 2.8
1997 616 0.5% 4.0
1998 853 .07% 5.0
1999 datanot available | datanot available data not available
2000 datanot available | datanot available data not available
2001 1,362 1.1% 5.2
2002 1,866 1.4% 6.0
2003 2,345 1.8% 7.0
2004 3,045 2.2% 8.4
2005 4,134 3.0% 10.3
2006 5,234 3.8% 12.4
2007 6,728 4.8% 15.5
2008 8,649 6.1% 19.4
2009 10,698 7.5% 239
2010 13,232 9.1% 29.4
2011 16,366 11.2% 36.2

Note: These statistics represent taxpayers who actually pay alternative minimum tax and do not include taxpayers
whose regular tax liabilities are affected by the aternative minimum tax through tax credit limitations.

Source: Internal Revenue Service, Statistics of Income, 1987-1998; projectionsfor years 2001-2011 from Joint
Committee on Taxation staff estimates.
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Worksheet To See if You Should Fill in Form 6251—Line 41 Keep for Your Records

must fill in Form 6251 instead of using this worksheet.

Vot you are claiming the foreign tax credit (see the instructions for
Form 1040, line 43, above), enter that credit on line 43.

Before you begin: V' Be sure you have read tEaception that begins on page 33 to see if you ﬂ

1. Enter the amount from Form 1040, line 37. . . . . . . . . . . . . . . . .. 1
2. Are you filing Schedule A?
[] Yes. Leave line 2 blank and go to line 3.

L] No. Enter your standard deduction from Form 1040, line 36, and go to line 5 . . . . 2.
3. Enter thesmaller of the amount on Schedule A, line 4, or 2.5% (.025) of the amount on Form 1040,

line 34, . . . e e e e e 3.
4. Add lines 9 and 26 of Schedule A and enter the Iotal e e e e 4.
5. Add lines 1 through 4 above . . . . e e e e 5.
6. Enter the amount shown below for your f|||ng status

e Single or head of household—$33,750

e Married filing jointly or qualifying widow(er)—$45,000 6.

® Married filing separately—$22,500

7. Is the amount on line 5 more than the amount on line 6?

L] No. . You do not need to fill in Form 6251.
[] Yes. Subtract line 6 from line 5 . . . . e e e e s 7.
8. Enter the amount shown below for your filing status
e Single or head of household—$112,500
® Married filing jointly or qualifying widow(er)—$150,000 e e e e 8.
e Married filing separately—$75,000
9. Is the amount on line 5 more than the amount on line 87

] No. Enter -0- here and on line 10 and go to line 11. 9

[ Yes. Subtract line 8 from line 5. } '
10. Multiply line 9 by 25% (.25) and enter the result but do not enter more than line 6 above .  10.
11. Add lines 7and 10 . . . . B i
12. Is the amount on line 11 more than the amount shown below for your flllng status’?

® Single, married filing jointly, head of household, or qualifying widow(er)—$175,000

® Married filing separately—$87,500

[J Yes. . Fill in Form 6251 to see if you owe the alternative minimum tax.

] No. Multiply line 11 by 26% (26) . . . . . . 12.
13. Enter the amount from Form 1040, line 40, minus the total of any tax from Form 4972 and any amount

on Form 1040, line 43 . . . . T X

Next. Is the amount on line 12 more than the amount on I|ne 13’?
[] Yes. Fill in Form 6251 to see if you owe the alternative minimum tax.
[ ] No. Do not fill in Form 6251.




- 6251 Alternative Minimum Tax—Individuals

P> See separate instructions.

Department of the Treasury

Internal Revenue Service » Attach to Form 1040 or Form 1040NR.

OMB No. 1545-0227

2000

Attachment
Sequence No. 32

Name(s) shown on Form 1040

Your social security number

Adjustments and Preferences

© 0N b wN

R ol
A WN RO

If you itemized deductions on Schedule A (Form 1040), go to line 2. Otherwise, enter your standard

deduction from Form 1040, line 36, here and go to line 6 e e e

Medical and dental. Enter the smaller of Schedule A (Form 1040), line 4 or 2%:% of Form 1040, line 34

Taxes. Enter the amount from Schedule A (Form 1040), line 9 .

Certain interest on a home mortgage not used to buy, build, or improve your home

Miscellaneous itemized deductions. Enter the amount from Schedule A (Form 1040), line 26

Refund of taxes. Enter any tax refund from Form 1040, line 10 or line 21

Investment interest. Enter difference between regular tax and AMT deduction

Post-1986 depreciation. Enter difference between regular tax and AMT depreciation.

Adjusted gain or loss. Enter difference between AMT and regular tax gain or loss.

Incentive stock options. Enter excess of AMT income over regular tax income.

Passive activities. Enter difference between AMT and regular tax income or loss . .

Beneficiaries of estates and trusts. Enter the amount from Schedule K-1 (Form 1041), line 9

Tax-exempt interest from private activity bonds issued after 8/7/86 .

Other. Enter the amount, if any, for each item below and enter the total on line 14

Circulation expenditures | | h Loss limitations .

Depletion . | | i Mining costs .

Depreciation (pre- 1987) | | j Patron’s adjustment .

Installment sales. . . | |
I I
I I
I I

Intangible drilling costs .
Large partnerships
Long-term contracts.

| Research and experimental

m Section 1202 exclusion

n Tax shelter farm activities
0 Related adjustments

Q - 0® QO O T o

| I
| I
| I
| k Pollution control facilities |
| I
| I
| I

I

© [0 [N o |01 |W [N |-

[y
o

[
[

[y
N

[y
w

14

TotaI Adjustments and Preferences. Combine lines 1 through14 . . . . . . . . . . . . »

15

Alternative Minimum Taxable Income

17
18

19
20
21

Enter the amount from Form 1040, line 37. If less than zero, enterasa(loss). . . . . . . .»
Net operating loss deduction, if any, from Form 1040, line 21. Enter as a positive amount . . . . .
If Form 1040, line 34, is over $128,950 (over $64,475 if married filing separately), and you itemized
deductions, enter the amount, if any, from line 9 of the worksheet for Schedule A (Form 1040), line 28
Combine lines 15 through 18 . . . . A
Alternative tax net operating loss deductlon See page 6 of the instructions

Alternative Minimum Taxable Income. Subtract line 20 from line 19. (If married filing separately and I|ne
21 is more than $165,000, see page 7 of the instructions.) . ..

16

17

18

19

20

21

Exemption Amount and Alternative Minimum Tax_

23
24

25
26
27

28

Exemption Amount. (If this form is for a child under age 14, see page 7 of the instructions.)

AND line 21 is THEN enter on
IF your filing status is . . . not over . . . line 22 ...
Single or head of household. . . . . . . $112500. . . . . . . $33750
Married filing jointly or qualifying widow(er) . . 150,000. . . . . . . . 45,000
Married filing separately . . . . . . . . 75,000. . . . . . . .22500
If line 21 is over the amount shown above for your filing status, see page 7 of the instructions.
Subtract line 22 from line 21. If zero or less, enter -0- here and on lines 26 and 28 and stop here . »
If you reported capital gain distributions directly on Form 1040, line 13, or you completed Schedule D
(Form 1040) and have an amount on line 25 or line 27 (or would have had an amount on either line if you
had completed Part IV) (as refigured for the AMT, if necessary), go to Part IV of Form 6251 to figure line
24. All others: If line 23 is $175,000 or less ($87,500 or less if married filing separately), multiply line 23

by 26% (.26). Otherwise, multlply line 23 by 28% (28) and subtract $3,500 ($1 750 if married f|I|ng
separately) from the result .

Alternative minimum tax foreign tax credlt See page 7 of the instructions .

Tentative minimum tax. Subtract line 25 from line 24, . . . A
Enter your tax from Form 1040, line 40 (minus any tax from Form 4972 and any forelgn tax credit from
Form 1040, line 43)

Alternative Minimum Tax. Subtract I|ne 27 from I|ne 26 If zero or Iess enter 0 Enter here and on Form
1040, line 41 . . . L L L e e e e e .. D

22

23

24

25

26

27

28

For Paperwork Reduction Act Notice, see page 8 of the instructions. Cat. No. 13600G

Form 6251 (2000)



Form 6251 (2000) Page 2

WV Line 24 Computation Using Maximum Capital Gains Rates

Caution: If you did not complete Part IV of Schedule D (Form 1040), see page 8 of the instructions before
you complete this part.

29 Enter the amount from Form 6251, line23 . . . . . . . . . . . . . . . . . . . 29
30 Enter the amount from Schedule D (Form 1040), line 27 (as refigured for the
AMT, if necessary). See page 8 of the instructions. . . 30
31 Enter the amount from Schedule D (Form 1040), line 25 (as reflgured for the
AMT, if necessary). See page 8 of the instructions, . . . . . . . 31
32 Addlines30and31 . . . . . e 32
33  Enter the amount from Schedule D (Form 1040) line 22 (as refigured for the
AMT, if necessary). See page 8 of the instructions . . . . . . . 33
34  Enter the smaller of line32orline33 . . . . . . . . . . . . . . . . . . .. 34
35 Subtract line 34 from line 29. If zero or less, enter -0- . . . . )

36 If line 35 is $175,000 or less ($87,500 or less if married filing separately) multiply line 35 by 26% (.26).
Otherwise, multiply line 35 by 28% (.28) and subtract $3,500 ($1,750 if married filing separately) from the

result . . . . . L L L ..o 38
37 Enter the amount from Schedule D (Form 1040), line 36 (as figured for the
regular tax). See page 8 of the instructions . . . . . . . . . . 37
38 Enter the smallest of line 29, line 30, orline37 . . . . . . . .» 38
39 Multiply line 38 by 10% (10) . . . . . . . . ... 39
40 Enter the smaller of line29 orline30 . . . . . . . . . . . 40
41 Enter the amount fromline38 . . . . . . . . . . . . . . 41
42  Subtract line 41 fromline40 . . . . . . . . . . . . . .p» 42
43 Multiply line 42 by 20% (.20) . . . . . . . . . 43
Note: If line 31 is zero or blank, skip lines 44 through 47 and go to line 48.
44  Enter the amount fromline29 . . . . . . . . . . . . . . 44
45 Addlines 35,38 and42. . . . . . . . . . . . . . . . 45
46 Subtract line 45 fromline44 . . . . . . . . . . . . . . 46
47 Multiply line 46 by 25% (.25) . . . . . . . . . . . 47
48  Add lines 36, 39, 43, and 47 . . . . . C e e 48

49 If line 29 is $175,000 or less ($87,500 or less if married f|||ng separately) multiply line 29 by 26% (.26).
Otherwise, multiply line 29 by 28% (.28) and subtract $3,500 ($1,750 if married filing separately) from the
result . . . L L L L s s

50 Enter the smaller of line 48 or line 49 here andonline24 . . . . . . . . . . . . . . 50

®

Form 6251 (2000)



- 8801 Credit For Prior Year Minimum Tax—

Department of the Treasury
Internal Revenue Service (99)

Individuals, Estates, and Trusts

» Attach to your tax return.

OMB No. 1545-1073

2000

Attachment
Sequence No. 74

Name(s) shown on return

Identifying number

Net Minimum Tax on Exclusion Items

1 Combine lines 16 through 18 of your 1999 Form 6251. Estates and trusts, see instructions . 1
2 Enter adjustments and preferences treated as exclusion items. See instructions . 2
3 Minimum tax credit net operating loss deduction. See instructions .. 3 | )
4 Combine lines 1, 2, and 3. If zero or less, enter -0- here and on line 15 and go to Part II If more
than $165,000 and you were married filing separately for 1999, see instructions . . 4
5 Enter: $45,000 if married filing jointly or qualifying widow(er) for 1999; $33,750 if single or head
of household for 1999; or $22,500 if married filing separately for 1999. Estates and trusts, enter
$22,500 . 5
6 Enter: $150,000 if married flllng Jomtly or quallfylng Wrdow(er) for 1999; $112 500 if smgle or head
of household for 1999; or $75,000 if married flllng separately for 1999. Estates and trusts, enter
$75,000 . 6
7 Subtract line 6 from Irne 4 If zero or Iess enter 0 here and on I|ne 8 and go to ||ne 9 7
8 Multiply line 7 by 25% (.25) 8
9 Subtract line 8 from line 5. If zero or Iess enter 0- If thls form is for a Chlld under age 14 see
instructions . .o . 9
10 Subtract line 9 from I|ne 4 If zero or Iess enter -0- here and on I|ne 15 and go to Part Il Form
1040NR filers, see instructions 10
11 If for 1999 you reported capital gain distributions directly on Form 1040, line 13, or completed
Schedule D (Form 1040 or 1041) and had an amount on line 25 or line 27 of Schedule D (Form
1040) (line 24 or line 26 of Schedule D (Form 1041)) or would have had an amount on either of
those lines had you completed them, go to Part Il of Form 8801 to figure the amount to enter
on this line. All others: Multiply line 10 by 26% (.26) if line 10 is: $175,000 or less if single, head
of household, married filing jointly, qualifying widow(er), or an estate or trust for 1999; or $87,500
or less if married filing separately for 1999. Otherwise, multiply line 10 by 28% (.28) and subtract
from the result: $3,500 if single, head of household, married filing jointly, qualifying widow(er), or
an estate or trust for 1999; or $1,750 if married filing separately for 1999 . 11
12 Minimum tax foreign tax credit on exclusion items. See instructions . 12
13 Tentative minimum tax on exclusion items. Subtract line 12 from line 11 . 13
14 Enter the amount from your 1999 Form 6251, line 27, or Form 1041, Schedule I, Irne 38 14
15 Net minimum tax on exclusion items. Subtract line 14 from line 13. If zero or less, enter -0- 15
Minimum Tax Credit and Carryforward to 2001
16 Enter the amount from your 1999 Form 6251, line 28, or 1999 Form 1041, Schedule I, line 39 16
17 Enter the amount from line 15 above 17
18 Subtract line 17 from line 16. If less than zero, enter as a negatlve amount . 18
19 1999 minimum tax credit carryforward. Enter the amount from your 1999 Form 8801, Irne 26 19
20 Enter the total of your 1999 unallowed nonconventional source fuel credit and 1999 unallowed
qualified electric vehicle credit. See instructions ) 20
21 Combine lines 18, 19, and 20. If zero or less, stop here and see |nstruct|ons . 21
22 Enter your 2000 regular income tax liability minus allowable credits. See instructions . 22
23 Enter the amount from your 2000 Form 6251, line 26, or 2000 Form 1041, Schedule I, line 37. 23
24  Subtract line 23 from line 22. If zero or less, enter -0- .. 24
25 Minimum tax credit. Enter the smaller of line 21 or line 24. Also enter thls amount on your 2000
Form 1040, line 49; Form 1040NR, line 46; or Form 1041, Schedule G, line 2d . . 25
26 Minimum tax credit carryforward to 2001. Subtract line 25 from line 21. Keep a record of this
amount because you may use it in future years 26

For Paperwork Reduction Act Notice, see page 4. Cat. No. 10002S
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Form 8801 (2000) Page 2

Part Il Line 11 Computation Using Maximum Capital Gains Rates

Caution: If you did not complete Schedule D (Form 1040) for 1999 because you reported capital
gain distributions directly on Form 1040, line 13, see the instructions before you complete this
part. If you are an individual and you did not complete Part IV of your 1999 Schedule D (Form
1040), complete lines 20 through 27 of that Schedule D before completing this part. For an estate
or trust that did not complete Part V of the 1999 Schedule D (Form 1041), complete lines 19
through 26 of that Schedule D before completing this part.

27 Enter the amount from line 10 . . . . e e e e 27

28 Enter the amount from your 1999 Schedule D (Form 1040) Ilne 27 (or
1999 Schedule D (Form 1041), line 26) . . . . . ... |28
29 Enter the amount from your 1999 Schedule D (Form 1040) I|ne 25 (or
1999 Schedule D (Form 1041), line24) . . . . . . . . . . 29

30 Addlines28and?29. . . . .. . |80

31 Enter the amount from your 1999 Schedule D (Form 1040) Ilne 22 (or
1999 Schedule D (Form 1041), line21) . . . . . . . . . . 31

32 Enter the smaller of line30orline31 . . . . . . . . . . . . . . . . . .. 32

33 Subtract line 32 from line 27. If zero or less, enter-0- . . . . . . . . . . . . .p» 33

34 Multiply line 33 by 26% (.26) if line 33 is: $175,000 or less if single, head of household, married
filing jointly, qualifying widow(er), or an estate or trust for 1999; or $87,500 or less if married filing
separately for 1999. Otherwise, multiply line 33 by 28% (.28) and subtract from the result: $3,500
if single, head of household, married filing jointly, qualifying widow(er), or an estate or trust for
1999; or $1,750 if married filing separately for 1999 . . . . . . . . . . . . . . . 34

35 Enter the amount from your 1999 Schedule D (Form 1040), line 36 (or
1999 Schedule D (Form 1041), line 35). If you did not complete Part
IV of your 1999 Schedule D (Form 1040) (Part V of the 1999 Schedule
D (Form 1041) for an estate or trust), enter -0- . . . . . . . . [ 35
36 Enter the smallest of line 27, line 28, orline35 . . . . . .p» [36
37 Multiply line 36 by 10% (.10) . . . . . . . . . . ..o 37
38 Enter the smaller of line 27 orline28 . . . . . . . . . . . 38
39 Enter the amount fromline36 . . . . . . . . . . . . . 39
40 Subtract line 39 from line 38. If zero or less, enter -0- . . . . » [ 40
41 Multiply line 40 by 20% (.20) . . . . . . . . . ..o 41
Note: If line 29 is zero or blank, skip lines 42 through 45 and go to line 46.
42 Enter the amount from line27 . . . . . . . . . . . . . 42
43 Addlines33,36,and40 . . . . . . . . . . . . . . . |48
44 Subtract line 43 fromlined42 . . . . . . . . . . . . . . 44
45 Multiply line 44 by 25% (.25) . . . . . . . . . ..o 45
46 Add lines 34,37, 41, and 45 . . . . 46

47 Multiply line 27 by 26% (.26) if line 27 is: $175 000 or Iess |f smgle head of household marrled
filing jointly, qualifying widow(er), or an estate or trust for 1999; or $87,500 or less if married filing
separately for 1999. Otherwise, multiply line 27 by 28% (.28) and subtract from the result: $3,500
if single, head of household, married filing jointly, quallfylng Wldow(er) or an estate or trust for
1999; or $1,750 if married flllng separately for 1999 . . T .

48 Enter the smaller of line 46 or line 47 hereandonline11 . . . . . . . . . . . . . | 48
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[I. INDIVIDUAL INCOME TAX
A. Structural Issues Relating to the Individual Income Tax
1. Introduction

In conducting this study, the Joint Committee staff focused particular attention on
simplifying provisions of the Federa tax laws to reduce the burdens on individua taxpayers, and
developed a number of specific recommendations. In addition, the Joint Committee staff
decided not to make specific recommendations with respect to avariety of complex provisions
because simplification likely would fundamentally alter the underlying policy of the provision.
However, further simplification could be achieved by addressing some of the policy aspects of
present law.

Specific areas that the Joint Committee staff believes warrant further consideration are
discussed below.

2. Filing status

There are five different filing statuses available to an individual when filing his or her
return: (1) married individualsfiling ajoint return; (2) heads of households; (3) unmarried
individuals (other than surviving spouses and heads of households); (4) married individualsfiling
separate returns; and (5) surviving spouses. In genera, in order to file as a head of household, a
taxpayer must not be married, must not be a surviving spouse, and must either maintain a
household that constitutes the principal place of abode for over one half the taxable year of a
child or certain dependents or maintain a household that constitutes the principal place of abode
for the entire year of a dependent parent. In general, ataxpayer may file as a surviving spouse if
the taxpayer’ s spouse died during either of the two preceding taxable years and the taxpayer
maintains a household that constitutes the principal place of abode for the entire year of a
dependent child. Asdiscussed more fully below, if certain requirements are satisfied, amarried
individual with a qualifying child who lives apart from his or her spouse for the last six months
of the year istreated as not being married and thusis eligible to file either as single or as head of
household.

Filing status is primarily relevant because of the rate structure and the standard deduction.
Separate rate schedules apply to each filing status, except that surviving spouses apply the same
rate schedules as married individualsfiling ajoint return. Similarly, separate standard deduction
amounts apply to each filing status, and surviving spouses are eligible for the same standard
deduction as married individuas filing ajoint return.

Filing status also may be relevant for purposes of determining eligibility for certain
credits or deductions (e.g., some credits are not available to married taxpayers filing separate
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returns). In addition, the income levels at which certain tax benefits phase-in or phase-out often
vary by filing status.*

For many years, numerous commentators have cited the various filing statuses as a source
of complexity and have questioned the rationale for some or al of the different statuses and have
suggested that concerns regarding progressivity and ability to pay should be addressed through
other provisions, such as exemption amounts. IRS data supports the concerns regarding the
complexity of filing status determinations. The IRS has reported that the complexity-rel ated
topic appearing most frequently in customer service callsand TeleTax callsin 1999 was filing
status.®  Filing status was the third most common complexity-related math error in 1999. %
Errorsrelating to filing status carry through various tax provisions, resulting in numerous errors
throughout areturn. For example, some taxpayers who are still married mistakenly claim head
of household status (rather than married filing separately), thus not only applying incorrect rate
schedules and standard deduction amounts, but also incorrectly claiming certain tax benefits for
which the taxpayer isin fact ineligible, such as the earned income credit and other tax credits.

The Joint Committee staff agrees multiple filing statuses add complexity, and has made
specific recommendations in Section 11.B.4. of this Part, below, to modify head of household
status and the rules relating to surviving spouses. In addition, further ssimplification could be
achieved by structural changes to the filing status rules. Such changes would involve
fundamental questions of overall fairness, relative tax rates for various groups of taxpayers (e.g.,
married individuals compared to single individuals, taxpayers with children or other dependents
and taxpayers without dependents) and progressivity of the income tax and are thus beyond the
scope of this study.

3. Determination of marital status

If certain requirements are satisfied, married individuals who live apart are not treated as
married for various Code provisions. There are at |east four separate rules in the Code under
which married individuals who live apart are treated as not married. The most commonly used
standard is that contained in section 7703(b), which provides that an individual is treated as not
married if:

the individua files a separate return;
the individual maintains a household which constitutes the principal place of abode
for aqualifying child® for more than one-half of the taxable year;

% For adetailed discussion of the various income-based phase-ins and phase-outsin the
Code, see Section [1.C. of this Part, below.

¥ Department of the Treasury, Internal Revenue Service, Annual Report from the
Commissioner of the Internal Revenue Service on Tax Law Complexity (June 5, 2000), at 12.

4.

“ For this purpose, a qualifying child means a son, stepson, daughter, or stepdaughter of
the taxpayer with respect to whom the taxpayer is allowed a dependency exemption. For

24



the individual furnishes over one-half of the cost of maintaining the household during
the taxable year; and

during the last six months of the year, the individual’ s spouse was not a member of
the household.

Among other things, the section 7703(b) rule applies for purposes of determining filing
status, the applicable standard deduction, and eligibility for various tax benefits that are not
available to married individuals filing separate returns, including the earned income credit.

The requirements that must be satisfied in order for married individuals who live apart to
be treated as not married have been cited by commentators, the IRS, and previoudy by the Joint
Committee staff** as causing complexity for taxpayers, particularly lower-income taxpayers.

The IRS has reported that for tax year 1997, 10.5 percent of overclaims of the earned income
credit were attributable to misapplication of the rules regarding spouses who live apart. Asa
result of concerns regarding the present-law rules, in September 2000 the IRS and Treasury
recommended that amarried individual should be eligible to claim the earned income credit if
the taxpayer lived with a qualifying child for more than six months of the year and lived apart
from his or her spouse for the last six months of the year.

In conducting the present study, the Joint Committee staff discussed various alternatives
to the present-law rules regarding spouses who live apart, including a proposal that would
eliminate the requirement of a qualifying child and provide that married individuals are treated as
unmarried if they live apart for the entire taxable year. Under that proposal, an individual would
not be considered to be living apart from his or her spouse during certain absences due to
circumstances such as military service, business, education, and similar situations.

Although it may be appropriate to study the issue further, the Joint Committee staff
decided not to make a recommendation regarding the treatment of spouses who live apart
because the proposals considered by the Joint Committee staff raised fundamental policy
concerns. For example, some proposals could expand the class of taxpayers who would be
eligibleto file as single rather than asfiling separate returns. In addition, some commentators
believed that some rules might be subject to manipulation by married individuals who are subject
to amarriage penalty under present law and thus would prefer to file astwo single individuals
rather than as married individuals filing ajoint return. In particular, there was concern that
“commuter” marriages with spouses working in different geographic locations and commuting
home periodically might be eligible to file as two single taxpayers--an option not provided
generally to married individuals.

purposes of determining whether the necessary relationship exists, adopted children and foster
children are treated as the taxpayer’s own child.

“1 Committee on Ways and Means, U.S. House of Representatives, Written Proposals on
Tax Smplification, WMCP: 101-27, at 10-11 (1990).
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4. Exclusonsfrom income

Present law contains almost 40 specific exclusions from grossincome. Exclusions from
income frequently are provided for nontax policy reasons, such as to encourage particular
behavior or in situations in which income inclusion has been determined to be inappropriate. For
example, the exclusion from income for employer-provided health careis provided in order to
encourage employersto provide health insurance for their employees and to encourage
employees to receive some part of their compensation in the form of health insurance.

Exclusions are also provided for administrative reasons or for simplification. For example,
property or services provided by an employer are excludable from gross income as ade minimis
fringe benefit if the valueis so small asto make accounting for it unreasonable or
administratively impracticable. Simplification also results if a deduction or credit would
otherwise be available for the excludable item. For example, present law provides an exclusion
from income for working condition fringe benefits provided by an employer. If such expenses
were paid by the employee, they would be deductible as a business expense.* Providing an
exclusion is simpler than requiring the employee to include the item in income and then take a
deduction.

The benefit of an exclusion from income increases as a taxpayer’ s marginal tax rate
increases. That is, the higher ataxpayer's margina tax rate, the more the taxpayer savesin taxes
by reason of an exclusion. For employer-provided items excludable from wages for Social
Security tax purposes, the taxpayer benefits from reduced Socia Security taxes; however, the
taxpayer may also have reduced Social Security benefitsin the future as aresult of the exclusion.

Exclusions from income may result in a perception that the Federal tax laws are unfair.
Exclusions reduce perceived horizontal equity in the Federal tax system because taxpayers with
equa economic income often pay different amounts of taxes based on the form of income
received.

Most exclusions are not available unless specific requirements are satisfied, which creates
complexity for individual taxpayers and, in the case of exclusions for employer-provided
benefits, for employers aswell. Taxpayers bear the burden of demonstrating that an exclusion
applies, which may require the taxpayer to keep records and/or provide the employer appropriate
records or receipts. The taxpayer may be required to fill out and file additional tax formsin
order properly to claim the exclusion (see, e.g., Form 2441-Child and Dependent Care
Expenses). Exclusions may provide either ssimplification or create complexities for taxpayers
depending on each taxpayer’ s circumstances. For example, present law provides an exclusion
from income for up to $250,000 of gain on the sale of a principal residence if certain
requirements are satisfied.” For taxpayers clearly eligible to take advantage of the exclusion, the
exclusion reduces recordkeeping requirements relating to the taxpayer’ s basis. However,
taxpayers may nevertheless need to keep basis recordsiif they expect the appreciation in the

“2 Deductibility is determined without regard to the two-percent floor on miscellaneous
itemized deductions or the overall limitation on itemized deductions.

8 Sec. 121.
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residence to exceed the excludable amount, the taxpayer has used the home for purposes other
than a principal residence (e.g., renta property), or in certain other cases.

In the case of exclusions for employer-provided benefits, employers generally must make
an initial determination of whether an item of income is excludable in order properly to apply
withholding and properly to report the item on the employee’s Form W-2. Thus, employers need
to understand the terms of the exclusions.

Eliminating any particular exclusion would increase the tax liability of taxpayers that had
previoudy benefited from the excluson. However, to the extent that retaining an exclusion is
thought to promote progressivity of the tax system, it may be smpler to adjust other structural
elements of the Code, such as the rate structure and exemption amounts, to achieve the desired
level of progressivity.

The Joint Committee staff believes that simplification could be achieved if some
exclusions were eliminated or significantly modified; however, the Joint Committee staff is not
making any recommendations in this regard because fundamental policy questions would need to
be addressed. In determining whether any particular exclusion should be eliminated (or
substantially revised), the following issues should be addressed:

Whether the provision promotes simplification or adds to complexity of the Federal
tax laws.

Whether the provision promotes desirable social or economic purposes.

The effect, if any, that continuation, elimination, or revision of the provision would
have on tax equity.

Whether the tax incentive approach is the most efficient method of achieving the
desired result.

The impact, if any, on the economy if the provision were eliminated or significantly
modified.

5. Deductions and credits

The Code contains numerous deductions and credits. Although both deductions and
credits reduce tax liability, they operate differently--deductions reduce taxable income, which
resultsin alower tax liability; credits are applied directly against tax liability. Some credits are
refundable, allowing the taxpayer to receive a benefit from the credit in excess of the income tax
liability shown on the return (as reduced by any nonrefundable credits).

The present-law deductions and credits add complexity to the Code because of (1) the
large number of deductions and credits, (2) the existence of both deductions and credits, and (3)
overlapping deductions and credits with similar purposes, most notably the deduction for
personal exemptions for children and the child credit. The Joint Committee staff believes the
Code could be simplified by reducing the number of deductions and credits, reducing the
reliance on both deductions and credits, and consolidating overlapping provisions. Such
simplification would involve fundamental policy issues that are beyond the scope of this study.
Following is a discussion of issues relevant to ssmplification of the present-law structure of
deductions and credits.
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Observers often see deductions and credits as two methods by which to achieve agiven
outcome. In evaluating whether to choose a deduction or a credit, generally three principles
offer guidance: (1) the promotion of economic efficiency; (2) the promotion of fairness; and (3)
the promotion of ease of compliance and administration. Unfortunately, these principles often
can bein conflict. The most economically efficient tax design may not be perceived asfair and
may impose significant compliance burdens. Likewise, asimple design may not be perceived as
either fair or efficient.

Under an income tax, the proper measurement of income isimportant for the promotion
of economically efficient outcomes and for providing ayardstick by which to assess the fairness
of outcomes. If adeduction or acredit is being considered because one believes that certain
expenditures, if taken into account, would more properly measure income or would more
properly measure the taxpayer’ s ability to pay taxes, a deduction would be the preferred policy
tool. A deduction directly alters taxable income, the measure of ability to pay.

Sometimes policy makers consider providing a deduction or a credit in order to
encourage certain expenditures, i.e., to provide an implicit subsidy to such expenditures through
the Code. A deduction for such expenditures provides areduction in tax liability equal to the
deductible amount multiplied by the taxpayer’s marginal tax rate. A credit for such expenditures
provides areduction in tax liability equal to the qualified expenditure amount multiplied by the
credit rate.” Because different taxpayers are in different marginal tax rate brackets, the subsidy
rate of a deduction varies across different taxpayers. A credit provides an equal or uniform
subsidy rate to all taxpayers who claim the credit. Whether varying subsidy rates or a uniform
subsidy rate promotes economic efficiency and/or fairness will depend upon the policy being
effectuated.

While most credits are not refundable, the earned income credit and, in certain cases, the
child credit are refundable. To the extent refundability is considered desirable, a credit would be
the preferred policy.

The burden of added complexity is another factor to consider in the decision to permit a
deduction or allow a credit for a given expenditure or purpose. It isnot possible to conclude that
adeduction is always ssimpler than a credit or that a credit is always simpler than a deduction.
Two main factors determine the additional complexity created by a deduction or acredit: (1) the

“«Credit rate” refers to the percentage of a qualified expenditure that the taxpayer is
permitted to claim as acredit against tax liability. The amount of credit need not equal the
amount of expenditure. For example, under present law, the dependent care credit has a rate of
20 percent to 30 percent, depending on the taxpayer’ s income.

A dollar of credit is always more valuable than a dollar of deduction because a credit
reduces tax liability dollar for dollar. A dollar of deduction reduces tax liability by the fraction
of adollar equal to the taxpayer’s marginal tax rate. Generally a credit is more valuable than a
deduction whenever the credit rate is greater than the taxpayer’s marginal tax rate.
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number of taxpayers affected by the deduction or credit, and (2) the degree of computation and
recordkeeping required to claim the deduction or credit.®

A credit potentially affects alarger number of taxpayers than would an itemized
deduction because a credit can be claimed even though the taxpayer uses the standard deduction.
As aresult, many more taxpayers would have to maintain records concerning the expenses with
respect to which a credit is allowed and undertake any necessary computations to compute the
value of acredit. For 2001, it is estimated that 72.1 percent of 2001 filers will use the standard
deduction. Consequently, a credit potentialy involves more than two and one half times as
many taxpayers as does an itemized deduction. On the other hand, not al deductions are
itemized deductions. Some deductions are permitted in computing adjusted gross income, i.e.,
they are commonly referred to as “above-the-line” deductions. An above-the-line deduction
would affect as many taxpayers a credit designed to achieve comparable tax reduction.

Claiming either a deduction or a credit generally requires the same recordkeeping burden,
but may have differing arithmetic requirements. When deductions and credits are compared in
their smplest form, a credit imposes a greater computational burden than does a deduction. To
claim acredit, after determining pre-credit tax liability, the taxpayer must total the qualifying
expenditures, multiply the sum by the credit rate, and subtract the result from the taxpayer’s
previously computed tax liability. To claim adeduction, the taxpayer must total the qualifying
expenditures and subtract the result from the taxpayer’s previously computed adjusted gross
income,” then compute his or her tax liability. Thus, claiming tax benefits via atax credit
generally requires one additional computation not required of a deduction (multiplication of the
expenditures by the credit rate). However, if the credit rate is 100 percent or the credit allowed is
afixed dollar amount (e.g., the $500 child credit), the computational steps are identical. Nor do
deductions always take the ssimplest form. If lessthan 100 percent of the otherwise qualifying
expenditures are permitted to be deducted (e.g., present-law deductions for certain meals and
entertainment), to claim the deduction the taxpayer must total the qualifying expenditures,
multiple the sum by the inclusion rate, and subtract the result from the taxpayer’ s previoudy
computed adjusted grossincome. Thisinvolves the same computational process required of a
credit at less than a 100-percent credit rate.

Other limitations may be imposed on both deductions and credits that increase the
computational complexity of the deduction or credit. For example, a deduction or credit could
be allowed only for expenditures above or below a specified amount. Such limitations determine
the amount of otherwise qualifying expenditures to be deducted or credited and add equally to
the computational complexity of either a deduction or acredit. Limitations on the ability to
claim adeduction or a credit in the current year also increase complexity. For example, most
credits are not refundable. If unused credits are permitted to be carried forward or backward to
other taxable years special ordering or stacking rules must be provided to determine which of the

* The alternative minimum tax may also add complexity with respect to a deduction or
credit. Seethediscussionin Section I. of this Part, above.

“ |n the case of an above-the-line deduction, the taxpayer would subtract the
expenditures from “total income” reported on line 22 of Form 1040.
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several credits available are actually applied against the current year’ s tax liability and which are
to be carried forward or back. These ordering rules require several lines on each of the forms
used for claiming a credit. Likewise, if certain otherwise deductible expenses may be carried
forward (e.g., charitable donations) similar ordering rules must be provided. Under present law,
certain deductions and credits are not permitted to be claimed by taxpayers above specified
income thresholds and the benefits of the deduction or the credit are phased out for certain
taxpayers. These limitations and phaseout ranges generally are implemented by separate
worksheets for the taxpayer. These limitations and phaseout ranges create equal complexity
whether the provision is a deduction or a credit.

While this discussion concludes that credits are not inherently more complicated than
deductions, the IRS has informed the Joint Committee staff that more arithmetic errors arisein
claiming credits than in claiming deductions. The reason for thisisunclear. 1t may be that
present-law deductions are simpler than present-law credits. Because the Code has historically
contained more deductions than credits, taxpayers may have greater familiarity with deductions.

6. Above-the-line deductions and itemized deductions

A taxpayer’s adjusted grossincome is determined by subtracting certain deductions from
grossincome. These deductions are commonly referred to as “ above-the-line” deductions and
are alowed to all taxpayers, including those who do not itemize deductions. A taxpayer
calculates taxable income by subtracting either the standard deduction or alowable itemized
deductions from adjusted grossincome. In general, taxpayers choose to itemize their deductions
if the total amount of itemized deductions exceeds the standard deduction. Tables 2 and 3
summarize the above-the-line and itemized deductions.

Present law does not reflect a coherent theory for treating some deductions as above-the-
line and some deductions as itemized deductions. Although above-the-line deductions are
frequently thought of as deductions related to the production of income and itemized deductions
are frequently thought of as reflecting ability to pay or encouraging certain behavior, not all
deductions can be accounted for under these principles. For example, the above-the-line
deduction for contributions to medical savings accountsis not related to the production of
income. Rather, the deduction is intended as an incentive to encourage taxpayersto ater the way
in which they purchase medical carein an effort to help reduce overall medical costs. Similarly,
not all expenses that are related to the production of income are above-the-line deductions. For
example, employee business expenses are allowable only as an itemized deduction (subject to the
two-percent floor on itemized deductions).
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Table 2 ndividual Income Tax Deductions:
Above-the-Line Deductions

DEDUCTION CODE SEC.
Trade or business expenses (other than most empl oyee business expenses) 162
Reimbursed employee business expenses’ 162, 62(a)(2)(A)
Employee business expenses of performing artists 162, 62(a)(2)(B)
Employee business expenses of certain State or local government officias 162, 62(a)(2)(C)
L osses from the sale or exchange of property 161 et. seq.
Deductions attributable to rents and royalties 161 et. seq., 212,

and 611

Certain deductions of life tenants and income beneficiaries of property 167 and 611
Self-employed hedlth insurance expenses 162(1)
Reforestation expenses 194
Alimony paid 215
Moving expenses 217
IRA contributions 219
Medical savings account contributions 220
Qualified student loan interest 221
Pension plan contributions for self-employed individuals 404
One-half of self-employment taxes 164(f)
Amounts forfeited to financial institution because of premature withdrawal
of deposits 165
Jury duty pay remitted to employer 62(a)(13)
Required repayments of supplemental unemployment compensation benefits 165
Clean-fuel vehicles and certain refueling property 179A

* Reimbursed employee expenses may be excluded from income, rather than included in income and then deducted.
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Table 3.—Individual Income Tax Deductions;

temized Deductions

DEDUCTION CODE SEC. AGI* FLOOR/CAP

Medical expenses 213 7.5 % of AGI floor

State and local taxes 164 None

Residence interest 163(h)(2)(D) None

Charitable contributions 170 Cap equal to 50% or 30% of AGI
depending on the type of
organization to which the
contribution is made; cap of 20%
of AGI appliesto certain gifts of
capital gain property

Casualty and theft losses from transaction | 165(c)(2) None

entered into for profit not connected with
atrade or business

Personal casualty losses (not connected
with atrade or business or from a
transaction entered into for profit)

165(c)(3), (h)

Floor of $100 per casualty loss;
10% of AGiI floor for aggregate
casualty losses

Gambling losses (to extent of reported
gains)

165(d)

None

Federal estate tax on income in respect of
a decedent

691(C)

None

Amortizable bond premium on bonds
acquired before 10/23/1986

171

None

Repayment of amounts under a claim of
right if over $3,000

1341

None

Certain unrecovered investment in a
pension

72(b)(3)

None

Impairment-related work expenses of a
disabled person

162

None

Employee business expenses other than
the following expenses deducted above-
the-line:
Reimbursed employee business
expenses’
Employee business expenses of
performing artists
Employee business expenses of
certain State and local government
officials

162

2% of AGI floor”

Expenses to produce or collect income

212(1)

2% of AGI floor”

Expenses for the management,
conservation, or maintenance of property
held for the production of income

212(2)

2% of AGI floor?
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DEDUCTION CODE SEC. AGI* FLOOR/CAP

Expensesincurred in connection with the 212(3) 2% of AGI floor
determination, collection, or refund of any

tax

Excess deductions of an estate 642(h) 2% of AGI floor*

L AGI refersto adjusted gross income.
% The two-percent floor applies to the aggregate of all deductions subject to the floor.

3 Reimbursed employee business expenses may be excluded from income, rather than included
inincome and then deducted.

A variety of factors may influence policy makers when deciding whether a new
deduction should be above-the-line or an itemized deduction. For example, some deductions
may have been added as above-the-line deductions in reaction to other provisions in the Code
that would limit the benefits of an itemized deduction. In particular, under present law, the
ability of taxpayersto receive the full benefit of an itemized deduction may be limited by the
application of the alternative minimum tax, the two-percent floor on itemized deductions, and the
overall limitation on itemized deductions.* Other aspects of the Code also have led to
legislative proposals to create another class of deduction, so-called “ between-the-line’
deductions. These are deductions that are alowable to all taxpayers whether or not they itemize
deductions. However, they do not reduce adjusted gross income, and thus do not affect the
application of the various provisions of the Code that have income-based phase-ins or phase-
outs.

The Joint Committee staff believes the present-law structure of above-the-line and
itemized deductions creates complexities for taxpayers. The lack of a consistent theory behind
each type of deduction leads to confusion on the part of taxpayers, and can a so increase taxpayer
perceptions that the tax laws are unfair. Further, complexity results from the structure of
itemized deductions and the various floors that apply to different types of deductions.

Significant changes to the structure of deductions would raise policy issues of equity and
overal tax burdens, among others, that are beyond the scope of this study. In addition, to the
extent that a particular deduction is intended to encourage certain behavior, issues such as those
discussed above with respect to exclusions may also arise.

7. Standard deduction

As discussed above, in computing taxable income, a taxpayer either subtracts itemized
deductions or the standard deduction. For taxpayers with modest amounts of expenses, the
standard deduction achieves a similar result as itemized deductions, while reducing the
taxpayer's filing and compliance burden and reducing the IRS's administrative burden. Some
interpret the standard deduction as defining a zero tax bracket that applies for most taxpayers,
and view it as an adjustment to reflect taxpayers ability to pay. In genera, taxpayers use the
standard deduction if their allowable itemized deductions are less than the standard deduction.

" The Joint Committee staff separately is recommending that these provisionsin present
law be eliminated. See Sectionsl., I1.C., and I1.F. of this Part.

33




A basic standard deduction is provided for each filing status. Additional standard
deduction amounts apply to the elderly and blind.

The basic standard deduction for tax year 2001 is as follows:

Filing Status Standard Deduction
Married individuasfiling joint returns; surviving
spouses $7,600
Heads of households $6,650
Unmarried individuals (other than surviving spouses
and heads of households) $4,550
Married individuals filing separate returns $3,800

For 2001, an additional standard deduction of $900 is allowed for an elderly or ablind
individual who is married or is a surviving spouse; the additional standard deduction is $1,800
for an individual who is both elderly and blind. An additional standard deduction of $1,100is
allowed for ahead of household who is elderly or blind ($2,200, if both), or for asingle
individua (i.e., an unmarried individual other than a surviving spouse or a head of household)
who iselderly or blind ($2,200, if both).

The basic standard deduction and the additiona standard deduction for the elderly and
blind are adjusted for inflation annually.

For 2001, an estimated 110.3 million returns, or 72.1 percent of all filers, will utilize the
standard deduction, while an estimated 42.7 million returns, or 27.9 percent of all filers, will
itemize. If the standard deduction were raised, even fewer taxpayers would itemize their
deductions. Accordingly, increasing the standard deduction would promote simplification in that
some taxpayers who previoudly itemized their deductions would not need to keep the records
necessary to prove their itemized deductions nor would they need to complete and file Schedule
A.

Although increasing the standard deduction would promote simplification for some
taxpayers, it a'so would provide awindfall to the large number of taxpayers who already claim
the standard deduction, with no concomitant increase in simplification.*® The table below
illustrates that a very large proportion of the benefit of increasing the standard deduction would
go to taxpayers who aready claim the standard deduction. Some observers might consider this
an unwarranted benefit that increases the inequities of income measurement under the Code, in
that taxpayers with significantly differing amounts of deductible expenses would be entitled to

% Rev. Proc. 2001-13, 2001-3 |.R.B. 337.

* Anincrease in the standard deduction would have similar effects for some taxpayers
who cease itemizing because of an increase in the standard deduction. For example, if ataxpayer
has itemized deductions that exceed the standard deduction by $1,000, any increasein the
standard deduction in excess of $1,000 would provide that taxpayer with atax reduction with no
concomitant increase in smplification.



the same standard deduction. Accordingly, a determination of whether the simplification
benefits of an increase in the standard deduction would out weigh these concerns must be made.
Because of these significant policy considerations, the staff of the Joint Committee has not made
arecommendation regarding the standard deduction.

The following Table 4. illustrates the reduction in the number of returns claiming
itemized deductions and the change in tax liability that would result from increasing the standard
deduction by different amounts.

Table 4.—Estimated Effects of Increasing the
Standard Deduction for Tax Year 2001

Changein Tax Liability for
Taxpayers Who Will No

Reduction in Total Change Longer Itemize Because of

Number of Itemized in Tax thelncreasein the

Changein Returns Liability Standard Deduction

Standard Deduction  (millions of returns)  (billions of dollars) (billions of dollars)
Increase by $1,000 4.6 -$11.1 -$0.5
Increase by $2,000 7.7 -$22.3 -$1.6
Increase by $3,000 10.6 -$33.6 -$3.3
Increase by $4,000 13.7 -$45.0 -$5.5
Increase by $5,000 16.6 -$56.6 -$8.2

Note: Estimates assume the additional standard deduction for the blind and el derly remains unchanged.
Source: Staff of the Joint Committee on Taxation

8. Dependency exemption, child credit, and ear ned income cr edit

The complexities involved in the dependency exemption (particularly as applied to
children), the child credit, and the earned income credit have received considerable attention for
many years. Thisfocusisdueto avariety of factors. The provisions affect large numbers of
taxpayers. Misapplication of these rules resultsin significant levels of errors. The burdens of
these complicated rules may fall particularly hard on lower-income taxpayers.

The Joint Committee staff makes specific recommendations to reduce complexity with
respect to all these provisions.® The Joint Committee staff also believes, however, that further

simplification could be achieved by structural changes to these provisions. The dependency
exemption, the child credit, and the earned income credit fall within the category of overlapping
or duplicative provisions. All provide benefits to taxpayers with children. The legidative
history of the child credit indicates that the purpose of the credit is amost identical to the
purpose of the dependency exemption for children, and the requirements for the two provisions
arevery similar. Although the earned income credit has many requirements that differ from

those applicable to the dependency exemption and the child credit and provides arelatively small

% See Section I1.B. of this Part, below.
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credit to childless workers, it primarily serves to provide benefits to working taxpayers with
children.

A variety of proposals to eliminate or reduce the overlapping benefits with respect to
children have been proposed. Some proposals would combine the child credit and the
dependency exemption, while others would combine all three provisions into asingle tax credit.
Other proposals focus solely on the earned income credit and possible structura changes to make
the earned income credit simpler.>

A thorough evauation of any of the proposals to simplify these provisions would require
analysis of policy issues relating to simplification, tax equity, level of benefits provided, and
whether the benefits are provided to the same category of individuals targeted by the original
provisions.

9. Treatment of capital gainsand losses

Under present law, the net capital gain of an individua is subject to lower rates of tax
than the rates applicable to ordinary income. Net capital gain is generaly the excess of the net
gain fromthe sale or exchange of capital assets held more than one year over the net loss from
the sale or exchange of capital assets held not more than one year. Also, the deductibility of
capital losses of both individuals and corporations are subject to limitations.

Shortly after the adoption of the Internal Revenue Code of 1954, it was observed that
“[t]he subject singly responsible for the largest amount of complexity is the treatment of capital
gains and losses.”> Several decades |ater, it was stated in testimony before Congress that capital
gains treatment “is perhaps the single most complicating aspect of existing law.”> More
recently, capital gains has been described asalaw of “fabulous complexity.”> A principal
source of that complexity isin the definition of capital gain and capital loss, and the significant
number of rules relating to that definition.® The definitional uncertainty has resulted in “[t]he

> Structural issues relating to in the earned income credit are also discussed in Section
[1.B.3. of this Part, below.

%2 Stanley S. Surrey, Definitional Problemsin Capital Gains Taxation, 69 Harvard Law
Review 985 (1956).

> Pane Discussions of the Subject of General Tax Reform Before the Committee on
Ways and Means, 93" Cong., Ist Sess. (pt. 1) 118 (Statement of Boris Bittker).

> J. Andrew Hoerner, The Capital Gains Controversy, at 2 (Tax Analysts 1992).

* An additional complexity is the computation of the tax on net capital gain. The Joint
Committee staff has made a recommendation addressing this complexity in Part I. E., below.
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concept of capital gains[being] constantly strained--even perverted--by devious manipulationsto
bring ordinary income under the tax definition of capita gains.”>

The Joint Committee staff is not making a recommendation with respect to the
definitional complexity relating to capital gains and losses because such a change would alter
fundamentally the Federal tax policy relating to the treatment of the sale of capital assets. Thus,
making a recommendation to ater the treatment of capital assets was considered to be beyond
the scope of the study.

The Code defines “ capital gain” intermsof “the sale or exchange of a capital asset” .

The Code defines a capital asset as property held by the taxpayer other than certain listed
exceptions. A principal exception appliesto “stock in trade of the taxpayer or other property of a
kind which would properly be included in the inventory of the taxpayer if on hand at the close of
the taxable year, or property held by the taxpayer primarily for sale to customers in the ordinary
course of his trade or business.”*® This exception isintended to deny capital gain treatment to
receipts obtained in the routine conduct of the taxpayer’ s business, and has lead to innumerable
disputes about whether oneisa*“dealer” holding property for sale to customers, or a“trader” or
“investor” entitled to capital gain. Similarly, the proper treatment of property used for the
“hedging” of property used in atrade or business has led to much litigation and many disputes.®

Generdly, if there is net gain from the sale or exchange of property used in ataxpayer’s
trade or business, gains and losses are treated as capital gains and losses, but if thereisanet loss,
the gains and losses are treated as ordinary, with exceptions for certain recapture of depreciation,
amortization, and depletion deductions and recapture of certain prior losses. Special rules also
apply to timber, coal, iron ore, livestock, and unharvested crops.®

Another area of complexity is determining whether income from personal services may
be transformed into the sale or exchange of property entitled to capital gain, for example, from
the sale of a book, patent, good will, trade name, contract not to compete, employment contract,
or corporate stock whose value rises because of the persona efforts of the promoter. The
statutory definition of a capital asset does not address many of these situations, and so many
issues have been left for the courts to address.

Significant complexity involves the transformation of items of income that should be
ordinary into appreciation in corporate or partnership interests, which istreated as capital gain.

% Hearings before the Senate Financing Committee on Taxation and Debt Management,
95" Congress, Ist Sess., (June 13, 1977) (Testimony of Dan Troop Smith).

> See secs. 1221-1223 for general rules for determining capital gains and losses,
% Sec. 1221(a)(1).

* See Corn Products Refining Co. v. Commissioner, 350 U.S. 46 (1955) and Arkansas
Best v. Commissioner, 485 U.S. 212 (1988).

0 sec. 1231.
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The Code contains highly complicated provisions to prevent individuals from converting what
should properly be treated as ordinary income into capital gain. These include some of the most
complicated provisionsin the Code, such as sections 341 and 751 dealing with “collapsible”
corporations and partnerships.®*

Capital gain treatment requires a “sale or exchange.” For this purpose, courts have been
faced with the task of distinguishing whether atransaction isasale or isinstead alease, license,
gift, loan, leaseback, or termination. In addition, the Code contains many provisions treating as
sales or exchanges, transactions that may not fit the definition of asale or exchange. These
provisions deal with such topics as bad debts, worthless securities, stock redemptions, corporate
liquidations, deficit distributions, bond retirements, involuntary conversions, options,
extinguishments, and transfers of franchise, mineral, patent and timber interests.

10. Treatment of home mortgage interest of individuals

Personal interest and the home equity debt rules

In general, personal interest is not deductible.® Personal interest is any interest, other
than interest incurred in connection with the conduct of a trade or business,® investment interest,
or interest taken into account in computing the taxpayer's income or loss from passive activities
for the year. In addition, personal interest does not include qualified residence interest of the
taxpayer.

Qualified residence interest, which is deductible, generally meansinterest on acquisition
debt up to $1 million with respect to the taxpayer's principal residence or second residence, plus
home equity debt up to $100,000.* Both acquisition debt and home equity debt must be secured
by the taxpayer's principal residence or second residence. Home equity debt may not exceed the
fair market value of the residence, reduced by the amount of acquisition debt on the residence.

It has been argued that the rule alowing a deduction for home equity debt encroaches on
the general rule of non-deductibility of personal interest,® creating a confusing array of

% See also secs. 302, 303, 304, 305, 306, 346, 356 (involving corporations) and secs.
724,731, 732, 735, 736, and 741 (involving partnerships). In the section of recommendations
relating to corporate income tax, the Joint Committee staff is making a recommendation to repea
the collapsible corporation provisions.

% Sec. 163(h).

% This does not include the trade or business of performing services as an employee.
For example, interest on debt to finance an employee business expense is not deductible.

® Sec. 163(h)(3).

% See Jerome Kurtz, The Interest Deduction Under Our Hybrid Tax System: Muddling
Toward Accommodation, 50 Tax L. Rev. 153, 231-32 (1995) (“[ T]he Code denies any deduction
for interest on consumer debt, with one very broad exception which, for homeowners, virtually
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conflicting policies, causing complexity in the tax law, and yielding disparate treatment of
taxpayers. Further, particular requirements of the home equity debt rules have been criticized as
arbitrary and subject to manipulation, creating further complexity. These requirementsinclude
rules that the individual must own the home, have equity in the home, and give up a security
interest in the home. In examining these complexity concerns, however, the Joint Committee
staff concluded that tax policy considerations relating to the home equity debt rules would have
to be resolved in order for meaningful simplification to be achieved.

If the home equity debt rules were to be modified or eliminated as a ssimplification
measure, some of the following policy issues would have to be addressed. One such issue arises
from the present-law requirement that the individual who is alowed a deduction for interest
under the general rules described above must be a homeowner, which favors homeowners as
compared to non-homeowners. It can be argued that the home equity debt rules add to this

inequity.

Similarly, some might question whether the allowance of the home equity debt interest
deduction is consistent with the underlying purpose of the home mortgage interest rules to
promote home ownership.® The deduction for interest on home equity debt arguably
encourages individuals who already have acquired or constructed a home and have built up
equity in the home to borrow against that equity to qualify for an interest deduction.®

The requirement that the homeowner have equity in the home measured by the fair
market value of the home (less acquisition debt) may cause complexity in requiring the
homeowner to determine the fair market value of the home on a periodic basis (aswell as
favoring homeowners with equity in their home versus homeowners with little or no equity).
Thisruleisdifficult to apply in periods of fluctuating real estate values. Consideration could be
given to whether an adternative limit, such astheinitial purchase price, would have
administrability advantages outweighing any incentive to inflate price.

swallows the rule — the home equity loan. . . . To alow the deduction of consumer interest only
to those owning homes and willing to pledge them as security istotally perverse.”).

% See Julia P. Forrester, Mortgaging the American Dream: A Critical Evaluation of the
Federal Government’s Promotion of Home Equity Financing, 69 Tul. L. Rev. 373, 441-42
(1994) (“ Some may argue that the tax deduction for interest on a home equity loan is related to
the federal policy favoring home ownership, but even if it does marginally promote home
ownership, it is not an appropriate means. Other measures promoting home ownership do so by
making home ownership possible for those who might not otherwise be able to purchase a
home.”).

%7 1t should be noted that a more fundamental criticism of the home mortgage interest
deduction may also counter the arguments that the home equity debt rules promote home
ownership. This more fundamental criticism is that the incremental cost of acquiring ahome
may be increased by the amount of the tax subsidy for the interest on debt to acquire it, so the
homebuyer may be sharing the tax subsidy of the interest deduction with other partiesto the
transaction, such as the lender or the seller.
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The requirement that the homeowner give up a security interest in the home in order for
the debt to qualify as home equity debt arguably can be manipulated by taxpayers. Manipulable
rules are a source of complexity, because they may congtitute an impediment to a tax result that
generates tax-law-driven behavior. For example, many automobile dealerships are quite willing
to accept a security interest in acar buyer’s home without any information about the home's
value or whether the home is security for any other debt, in order to provide the individual with
an interest deduction under the home equity debt rules.® Dealers may take thisinterest in the
home even though a security interest in the automobile is their primary security on the debt
(often making the home as security for the debt in form only). The result of thisinconsistency
can be a perception that the tax rules are unfair as well as complex.

There are some arguments in favor of retaining the deduction for interest on home equity
debt. These rules may serve a ssmplification purpose in the case of an individua refinancing a
mortgage.® If the rules were repealed, then any refinancing that resulted in a principal balance
on the loan that exceeded the outstanding balance of the acquisition debt would require the
bifurcation of the interest between the deductible and the nondeductible portions. This would
lead to complexity in calculating the interest deduction, particularly on successive refinancings.
Another argument in favor of retaining these rules has to do with treating similarly situated
taxpayers alike. The home equity debt rules permit taxpayers to deduct some interest secured by
their homes, whether they choose to finance the home purchase or to finance the purchase of
other items with debt secured by the home.™

Modification or elimination of the home equity debt rules would lead to smplification
but would aso necessitate some significant tax policy decisions. As aresult, no recommendation
for change to the existing home equity debt rulesis provided.

Tracing rulesfor interes expense as a sour ce of complexity

In determining how to categorize interest expense of an individual as, for example,
investment interest (which is deductible within certain limits) or persona interest (which
generaly is nondeductible), temporary regul ations provide rules that essentially adopt a tracing

% See Catherine Hubbard, Home Equity Loans Draws Renewed Concern, 52 Tax Notes
872 (Aug. 19, 1991).

% Martin J. McMahon, Jr., Castaway: Marooned in the Isles of Complexity Awaiting the
Good Ship Smplicity or Smplifying the Interest Deduction for Individual Taxpayers,
(unpublished paper dated February 9, 2001) (hereinafter ).

" For example, assume both A and B buy a$100,000 residence and a $15,000
automobile. A pays cash for the car, and finances the home purchase with $95,000 of debt and
$5,000 in cash. B finances the car purchase through a home equity loan, having financed the
home purchase with $30,000 of debt and $20,000 in cash. Both A and B have borrowed
$95,000, secured by the home. For A and B to have the same treatment of interest on that
$95,000 of debt, interest on B's home equity debt would have to be deductible.
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approach.™ Interest expenseis generally allocated based on the use of the proceeds of the
underlying debt.

The present-law allocation of interest expense under the tracing rulesis complex and
subject to manipulation. The tracing approach may be manipulable by some taxpayers because it
generaly does not take account of the fungibility of money. A well-advised taxpayer may be
able to minimize the impact of the limitations on investment and persona interest by using debt
proceeds to acquire investments and equity proceeds to finance personal expenditures. For
example, ataxpayer who owns stock (with basis approximately equal to value), and wants to
borrow money for a vacation, would sell the stock, borrow money, use the sale proceeds for the
vacation, and use the proceeds from the borrowing to repurchase the stock, treating what would
have been nondeductible personal interest as deductible investment interest.

The impact of these complex interest tracing rules could be lessened by reducing the
number of categories to which interest must be allocated. The allowance for personal interest of
individuals, currently structured as a $100,000 home equity debt rule, could be restructured or
the home equity debt rule could be eliminated. One proposal considered by the Joint Committee
staff would allow individuals could be allowed to deduct personal interest plus investment
interest, up to the amount of the individua’s net investment income for the year. Eliminating the
category of home equity debt, and permitting both persona and investment interest to be
deductible up to the amount of the individual's net investment income, would minimize the
complexity of present law. Under such a proposal, individuals would still be able to deduct some
personal interest, but there would be no requirement that the interest be traced to debt secured by
his or her home, or that the debt not exceed the value of the home (reduced by any acquisition
debt on the home).  Thus, the complexity necessitated by the tracing rules would be eliminated
for many individua taxpayersif the home equity debt category were eliminated.

However, taking this approach would necessitate a distinction between investment
interest, for which a carryforward would be allowed as under present law, and personal interest,
for which no carryforward would be allowed. Thisdistinction would be required in casesin

! Temp. Reg. sec. 1.163-8T (1987). Section 221, involving interest on education loans,
has its own limited “tracing like” rules. See Prop. Regs. secs. 1.221-(f)(3) and (4) (1999).

"2 The deductible interest allowed under this rule would combine personal and
investment interest of individuals. Interest that is deductible (or limited) under another provision
of the tax law, such as trade or businessincome, or interest taken into account in computing the
taxpayer's income or loss from passive activities for the year, would not be affected by this
proposal. Also unaffected by the proposal would be other categories of interest expense that are
deductible under present law by individuals, such as certain student |oan interest or interest
governed by other special rules. Thus, asamatter of simplification, the proposal would not fully
unify the tax treatment of interest expense for individuals, but rather would merely combine two
of the present-law categories. The proposal aso would not change any of the rules (generaly
found in regulations) for assigning interest to different categories. To the extent that the
regulations take a "tracing" approach, for example, which can be criticized as arbitrary on the
grounds that money is fungible, the proposal would not suggest an alternative.
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which the individual had combined personal and investment interest amounts that exceeded net
investment income for the year. For example, assume an individua had $10,000 of net
investment income, $7,000 of investment interest and $5,000 of persona interest. Under the
proposal, the individual would deduct $7,000 of investment interest and $3,000 of personal
interest. There would be no carryforward. |f, however, the individual had $10,000 of net
investment income, $12,000 of investment interest and $5,000 of personal interest, the individual
would deduct $10,000 of investment interest and carryforward $2,000 of investment interest to
the next year. Asthisexampleillustrates, complexity would not necessarily be reduced in the
carryforward situation.

It could a'so be argued that many individual taxpayers who are alowed some form of
interest deduction under present law have very simple financial arrangements and do not
encounter the tracing rules. Thus, it is argued, the complexity of the tracing rules affects
relatively few taxpayers under present law.

Further, the approach of combining personal and investment interest might be criticized
on policy grounds as substituting one skewed rule for another without any improvement in
administrability. Specifically, the approach could be said to have the effect of switching the
limited allowance for personal interest away from homeowners with appreciated homes or
relatively low mortgage balances and to individuals with capital to invest in income-yielding
investments. The practical result of this change could be to limit or disallow any deduction for
personal interest to many more taxpayers than under present law, if fewer individual s have net
investment income than have positive equity in their homes. Because of these issues, and
because the approach of combining the persona and investment limitations may create more
complexity than it eliminates, the Joint Committee staff has not included any recommendation
with respect to the tracing rules for individual interest deductions.

Complexity reating to home mortgage points

The difference in treatment of points (prepaid interest) on the initial purchase or
improvement of the taxpayer’s home, and points on the refinancing of the home, is confusing
and complex. In generd, points are capitalized and amortized over the period of theloan. This
rule generally appliesto points on arefinancing of the taxpayer's residence. An exception to this
general rule, however, permits a current deduction for points on debt incurred for the initia
purchase or improvement of the taxpayer's principal residence. This exception does not apply to
the taxpayer's second residence. The deduction is allowable only to the extent the points would
be deductible as qualified residence interest (if they were not prepaid).

It is argued that allowing a current deduction for al points on initial purchase,
improvement, or refinancing of aprincipal residence or a second residence would be a
significant simplification.”

Several concerns might be expressed with respect to the idea of a current deduction for
all such points. One concern relates to whether the simplification benefit of this approachis

" See Martin J. McMahon, Jr., Castaway, supra.
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significant enough to outweigh the change in policy. In general, interest is deductible for income
tax purposes only over the period of the debt. While an exception has been made for certain
points under present law, extension of this exception to al points involves policy issues that
would need to be resolved.

Another concern relates to potential new complexity that could be added by an approach
of making all points currently deductible if they otherwise constituted interest on qualified
residence debt. Application of the limits on deductibility of home mortgage interest to more
types of points would likely result in more situations in which points would receive biforcated
trestment. This could add, not reduce, complexity. For example, assume that on a home
refinancing a taxpayer borrows atotal amount exceeding the limits for deductible interest; e.q.,
the homeowner increases the principal amount of the loan by $150,000 over the original
purchase price, without making any home improvements. Under present law, all of the points
would have to be amortized over the period of the refinanced debt. Under the above approach,
the points attributabl e to the original purchase price plus $100,000 would be deductible, but the
points attributable to the remaining $50,000 of debt would be amortized over the period of the
debt. Asaresult, the above approach would cause more, not less, complexity for taxpayers. Due
to these types of concerns, no recommendation with respect to home mortgage pointsis included.
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B. Filing Status, Personal Exemptions, and Credits
1. Uniform definition of qualifying child
Present L aw
|n general

Present law contains five commonly used provisions that provide benefits to taxpayers
with children: (1) the dependency exemption; (2) the child credit; (3) the earned income credit;
(4) the dependent care credit; and (5) head of household filing status. Each provision has
separate criteriafor determining whether the taxpayer qualifies for the applicable tax benefit with
respect to aparticular child. The separate criteriainclude factors such as the relationship (if any)
the child must bear to the taxpayer, the age of the child, and whether the child must live with the
taxpayer. Thus, ataxpayer isrequired to apply different definitions to the same individual when
determining eligibility for these provisions, and an individua who qualifies a taxpayer for one
provision does not automatically qualify the taxpayer for another provision. The requirements
for each of these five provisions are described in detail immediately following, and are
summarized in Table 10., following the Joint Committee staff's recommendation for
simplification, below.

Dependency exemption”™

In general

Taxpayers are entitled to a personal exemption deduction for the taxpayer, his or her
spouse, and each dependent. For 2001, the amount deductible for each persona exemption is
$2,900. The deduction for personal exemptionsis phased out for taxpayers with incomes above
certain thresholds.”

The dependency exemption does not have a separate set of rules that apply to children.
Thus, the genera dependency test appliesin determining whether ataxpayer may claim a
dependency exemption for any child.

™ Secs, 151 and 152. Under the statutory structure, section 151 provides for the
deduction for personal exemptions with respect to “dependents.” The term “dependent” is
defined in section 152. Most of the requirements regarding dependents are contained in section
152; section 151 contains additional requirements that must be satisfied in order to obtain a
dependency exemption with respect to a dependent (as so defined). In particular, section 151
contains the gross income test, the rules relating to married dependents filing ajoint return, and
the requirement for taxpayer identification number. The other rules discussed here are contained
in section 151.

™ Sec. 151(d)(3).



In general, ataxpayer is entitled to a dependency exemption for an individual if the
individual: (1) satisfies arelationship test or is a member of the taxpayer's household for the
entire taxable year; (2) satisfies a support test; (3) isachild of the taxpayer under a certain age or
satisfies a gross income test; (4) isacitizen or resident of the U.S. or resident of Canada or
Mexico;" and (5) did not file ajoint return with his or her spouse for the year.” In addition, the
taxpayer identification number of the individual must be included on the taxpayer’ s return.

Relationship or member of household test

Relationship test.--The relationship test is satisfied if an individua is the taxpayer’s (1)
son or daughter or a descendent of either (e.g., grandchild or great-grandchild); (2) stepson or
stepdaughter; (3) brother or sister (including half brother, half sister, stepbrother, or stepsister);
(4) parent, grandparent, or other direct ancestor (but not foster parent); (5) stepfather or
stepmother; (6) brother or sister of the taxpayer’s father or mother; (7) son or daughter of the
taxpayer’s brother or sister; or (8) the taxpayer’ s father-in-law, mother-in-law, sor-in-law,
daughter-in-law, brother-in-law, or sister-in-law.

An adopted child (or a child who is a member of the taxpayer’s household and who has
been placed with the taxpayer for adoption) istreated as a child of the taxpayer. A foster childis
treated as a child of the taxpayer if the foster child isamember of the taxpayer's household for
the entire taxable year.

Member of household test.--1f the relationship test is not satisfied, then the individual
may be considered the dependent of the taxpayer if the individual is a member of the taxpayer’s
household for the entire year. Thus, ataxpayer may be eligible to claim a dependency exemption
with respect to an unrelated child who lives with the taxpayer for the entire year.

For the member of household test to be satisfied, the taxpayer must both maintain the
household and occupy the household with the individual.” A taxpayer or other individual does
not fail to be considered a member of a household because of "temporary” absences due to
special circumstances, including absences due to illness, education, business, vacation, and
military service.”® Similarly, an individual does not fail to be considered a member of the
taxpayer’ s household due to a custody agreement under which the individual is absent for less

® A legally adopted child who does not satisfy the residency or citizenship requirement
may nevertheless qualify as a dependent (provided other applicable requirements are met) if (1)
the child’ s principal place of abode is the taxpayer’ s home and (2) the taxpayer is acitizen or
national of the United States. Sec. 152(b)(3).

" This restriction does not apply if the return was filed solely to obtain arefund and no
tax liability would exist for either spouse if they filed separate returns. Rev. Rul. 54-567, 1954-2
C.B. 108.

® Treas. Reg. sec. 1.152-1(b).

® 4.
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than six months® Indefinite absences that |ast for more than the taxable year may be considered
“temporary.” For example, the IRS has ruled that an elderly woman who was indefinitely
confined to a nursing home was temporarily absent from a taxpayer's household. Under the facts
of the ruling, the woman had been an occupant of the household before being confined to a
nursing home, the confinement had extended for several years, and it was possible that the
woman would die before becoming well enough to return to the taxpayer’ s household. There
was no intent on the part of the taxpayer or the woman to change her principal place of abode.®

Support test

In general.-- The support test is satisfied if the taxpayer provides over one half of the
support of theindividual for the taxable year. To determine whether a taxpayer has provided
more than half of an individual’s support, the amount the taxpayer contributed to the individua’s
support is compared with the entire amount of support the individual received from all sources,
including the individual’s own funds.® Governmental payments and subsidies (e.g., Temporary
Assistance to Needy Families, food stamps, and housing) generally are treated as support
provided by athird party. Expensesthat are not directly related to any one member of a
household, such as the cost of food for the household, must be divided anong the members of
the household. If any person furnishes support in kind (e.g., in the form of housing), then the fair
market value of that support must be determined.

Multiple support agreements.--In some cases, no one taxpayer provides more than half of
the support of aindividual. Instead, two or more taxpayers, each of whom would be ableto
claim a dependency exemption but for the support test, together provide more than half of the
individual’s support. If thisoccurs, the taxpayers may agree to designate that one of the
taxpayers who individually provides more than 10 percent of the individual’ s support can claim a
dependency exemption for the child. Each of the others must sign awritten statement agreeing
not to claim the exemption for that year. The statements must be filed with the income tax return
of the taxpayer who claims the exemption.

Special rulesfor divorced or legally separated parents.--Specia rules apply in the case of
achild of divorced or legally separated parents (or parents who live apart at all times during the
last six months of the year).#  If such achild isin the custody of one or both of the parents for
more than one half of the year, then the parent having custody for the greater portion of the year

8 4.
8 Rev. Rul. 66-28, 1966-1 C.B. 31.

 |n the case of a son, daughter, stepson, or stepdaughter of the taxpayer who is afull-
time student, scholarships are not taken into account for purpose of the support test. Sec. 152(d).

8 For purposes of thisrule, a“child” means a son, daughter, stepson, or stepdaughter

(including an adopted child or foster child, or child placed with the taxpayer for adoption). Sec.
152(e)(D)(A).
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is deemed to satisfy the support test; however, the custodial parent may release the dependency
exemption to the noncustodial parent by filing awritten declaration with the IRS.*

Gross income test

In general, an individual may not be claimed as a dependent of ataxpayer if the
individua has grossincomethat is at least equal to the persona exemption amount for the
taxable year.® If theindividual isthe child of the taxpayer and under age 19 (or under age 24, if
afull-time student), the gross income test does not apply.® For purposes of this rule, a“child”
means a son, daughter, stepson, or stepdaughter (including an adopted child of the taxpayer, a
foster child who resides with the taxpayer for the entire year, or a child placed with the taxpayer
for adoption by an authorized adoption agency).

Earned income credit®’

In general

In general, the earned income credit is arefundable credit for low-income workers. The
amount of the credit depends on the earned income of the taxpayer and whether the taxpayer has
one, more than one, or no “qualifying children.” In order to be a qualifying child for the earned
income credit, an individual must satisfy arelationship test, aresidency test, and an age test. In
addition, the name, age, and taxpayer identifi cation number of the qualifying child must be
included on the return.

Relationship test

Anindividual satisfies the relationship test under the earned income credit if the
individual is the taxpayer's: (1) son or daughter or a descendant of either;® (2) stepson or
stepdaughter; or (3) eligible foster child. An €eligible foster child isan individual (1) who isa
brother, sister, stepbrother or stepsister of the taxpayer (or a descendant of any such relative) or
who is placed with the taxpayer by an authorized placement agency, and (2) who the taxpayer
caresfor as her or hisown child. A married child of the taxpayer is not treated as meeting the
relationship test unless the taxpayer is entitled to a dependency exemption with respect to the

8 Special support rules also apply in the case of certain pre-1985 agreements between
divorced or legally separated parents. Sec. 152(€)(4).

& Certain income from sheltered workshops is not taken into account in determining the
gross income of permanently and totally disabled individuals. Sec. 151(c)(5).

8 Sec. 151(c).
8 Sec. 32.

8 A child whoislegally adopted or placed with the taxpayer for adoption by an
authorized adoption agency is treated as the taxpayer’s own child. Sec. 32(c)(3)(B)(iv).
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married child (e.g., the support test is satisfied) or would be entitled to the exemption if the
taxpayer had not waived the exemption to the noncustodial parent).®

Residency test

Except for afoster child, the residency test is satisfied if the individual has the same
principal place of abode as the taxpayer for more than one half of the taxable year. In the case of
afoster child, the individual must have the same principal place of abode as the taxpayer for the
entire taxable year. The residence must be in the United States.® As under the dependency
exemption (and head of household filing status), temporary absences due to special
circumstances, including absences due to illness, education, business, vacation, and military
service are not treated as absences for purposes of determining whether the residency test is
satisfied.™ Under the earned income credit, there is no requirement that the taxpayer maintain
the household in which the taxpayer and the qualifying individual reside.

Agetest

In general, the age test is satisfied if the individual has not attained age 19 as of the close
of the calendar year. In the case of afull-time student, the age test is satisfied if the individual
has not attained age 24 as of the close of the calendar year. In the case of anindividual who is
permanently and totally disabled, no age limit applies.

Child credit®

Taxpayers with incomes below certain amounts are eligible for a child credit of up to
$500 for each “qualifying child” of the taxpayer. For purposes of this credit, aqualifying childis
anindividua: (1) with respect to whom the taxpayer is entitled to a dependency exemption for
the year; (2) who satisfies the same relationship test applicable to the earned income credit; and
(3) who has not attained age 17 as of the close of the calendar year. In addition, the child must
be a citizen or resident of the United States.®

¥ gec. 32(c)(3)(B)(ii).

% The principa place of abode of amember of the Armed Servicesistreated asin the
United States during any period during which the individual is stationed outside the United
States on active duty. Sec. 32(c)(4).

1 |RS Publication 596, Earned Income Credit (EIC), at 14. H. Rep. 101-964 (October
27,1990), at 1037.

%2 sec. 24.

% The child credit does not apply with respect to a child who is aresident of Canada or
Mexico and isnot a U.S. citizen, even if adependency exemption is available with respect to the
child. Sec. 24(c)(2). The child credit, is however, available with respect to a child dependent
who is not aresident or citizen of the United Statesif: (1) the child has been legally adopted by
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Dependent car e credit*

The dependent care credit may be claimed by a taxpayer who maintains a household that
includes one or more qualifying individuals and who has employment-related expenses. A
qualifying individual means (1) a dependent of the taxpayer under age 13 for whom the taxpayer
is entitled to a dependency exemption, (2) a dependent of the taxpayer who is physically or
mentally incapable of caring for himself or hersalf,® or (3) the spouse of the taxpayer, if the
spouse is physically or mentally incapable of caring for himself or herself. In addition, a
taxpayer identification number for the qualifying individual must be included on the return.

A taxpayer is considered to maintain a household for aperiod if over one half the cost of
maintaining the household for the period is furnished by the taxpayer (or, if married, the taxpayer
and hisor her spouse). Costs of maintaining the household include expenses such as rent,
mortgage interest (but not principal), real estate taxes, insurance on the home, repairs (but not
home improvements), utilities, and food eaten in the home.

A special rule appliesin the case of achild who isunder age 13 or is physically or
mentally incapable of caring for himself or herself if the custodial parent has waived his or her
dependency exemption to the noncustodial parent.* For the dependent care credit, the child is
treated as a qualifying individual with respect to the custodial parent, not the parent entitled to
claim the dependency exemption.

Head of household filing status®’

A taxpayer may claim head of household filing status if the taxpayer is unmarried (and
not a surviving spouse) and pays more than one half of the cost of maintaining ahomewhichis
the principal place of abode for more than one half of the year of (1) an unmarried son, daughter,
stepson or stepdaughter of the taxpayer or an unmarried descendant of the taxpayer's son or
daughter, (2) an individual described in (1) who ismarried, if the taxpayer may claim a
dependency exemption with respect to the individua (or could claim the exemption if the
taxpayer had not waived the exemption to the noncustodial parent), or (3) arelative with respect

the taxpayer; (2) the child’s principal place of abode is the taxpayer’s home; and (3) the taxpayer
isaU.S. citizen or national. See sec. 24(c)(2) and sec. 152(b)(3).

% Sec. 21.

% Although such an individual must be a dependent of the taxpayer as defined in section
152, it is not required that the taxpayer be entitled to a dependency exemption with respect to the
individual under section 151. Thus, such an individual may be a qualifying individua for
purposes of the dependent care credit, even though the taxpayer is not entitled to a dependency
exemption because the individual does not meet the gross income test.

% Sec. 21(e)(5).
% Sec. 2(b).
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to whom the taxpayer may claim a dependency exemption.® If certain other requirements are
satisfied, head of household filing status also may be claimed if the taxpayer is entitled to a
dependency exemption with respect to one of the taxpayer's parents.

Sour ces of Complexity

The use of different tests to determine whether a taxpayer may claim the dependency
exemption, the earned income credit, the child credit, the dependent care credit, and head of
household status with respect to a child causes complexity for taxpayers and the IRS. In order to
determine whether a child qualifies ataxpayer for each of the provisions, the taxpayer must
apply up to five different tests (in addition to applying the other rules applicable to the particular
provision). InIRS Publication 17, Your Federal Income Tax (for Individuals), the explanations
of whether a child qualifies under each of these provisions total approximately 17 pages,
comprised of the following:

Dependency exemption: nine pages, including one flowchart for usein determining
Whetggr;er someone is a dependent, and a worksheet for use in applying the support
test;

Earned income credit: three pages, including a chart illustrating the definition of
qualifying child;'®

Child credit: part of one page;™™

Dependent care credit: three pages, including aflow chart for use in determining
eligibility for the credit, and aflow chart for determining whether a child of divorced
or separated parents qualifies the taxpayer for the credit;'*

Head of household filing status: one page, including a chart illustrating the
requirements for head of household filing status.'®

In addition, there is a separate IRS publication for the earned income credit (Publication 596),
which includes a seven-page description of the rules relating to qualifying children.

The rules relating to qualifying children are a source of errors for taxpayers both because
the rules for each provision are different and because of the complexity of particular rules. The
variety of rules cause taxpayers inadvertently to claim tax benefits for which they do not qualify

% Sec. 2(b)(1)(A)(ii), as qualified by sec. 2(b)(3)(B). Anindividual for whom the
taxpayer is entitled to claim a dependency exemption by reason of a multiple support agreement
does not qualify the taxpayer for head of household filing status.

% |RS Publication 17, Your Federal Income Tax (for Individuals), 24-32.

1014, at 240-242.

L 1d. at 229.

21d, at 211-214.

108 1d. at 21-22.
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aswell asto fail to claim tax benefits for which they do qualify. For example, ataxpayer who is
entitled to a dependency exemption with respect to a child whom the taxpayer supports but with
whom the taxpayer does not live may erroneously believe that the taxpayer also is digible for the
earned income credit with respect to the child. Asanother example, consider a custodial parent
who has waived the dependency exemption under the rules relating to divorced and separated
parents. The taxpayer may erroneously believe that indligibility for the dependency exemption
and the child tax credit as aresult of the waiver extends to the earned income credit and head of
household filing status.

Therulesrelating to qualifying children may contribute substantially to errorsin applying
various Code provisions. For example, the IRS has reported that the single largest amount of
overclaims of the earned income credit--about 22 percent--was due to claiming the credit with
respect to children who did not meet the eligibility requirement for aqualifying child. The IRS
attributes most of these errors to taxpayers claiming children who did not meet the residency
requirements. ** Although there may be varying reasons for such failures, one source may be
the erroneous belief that the person entitled to the dependency exemption is also entitled to the
earned income credit (i.e., afailure to recognize the separate residency requirement for earned
income credit as compared to the support test for the dependency exemption).

Certain of the rules for each tax benefit are themselves complex. In particular, the
support test for the dependency exemption (and the child credit) and separate maintenance of
household tests for the dependent care credit and head of household filing status can require
significant information gathering and calculations by the taxpayer. In some cases, it may be
extremely difficult for the taxpayer to correctly apply these tests, because the taxpayer may
reguire information not readily available (or even inaccessible), such as support provided by
third parties and government subsidies. Moreover, the support tests and maintenance of
household tests are similar, but not identical. The former test seeks to determine the amount of
support for a particular individual, whereas the latter looks to a household. The kinds of
expenses taken into account under each test are different; ataxpayer may inadvertently believe
that satisfying one test satisfies the other.

The different rules regarding qualifying children have been identified as a source of
complexity for taxpayers for over adecade. For example, in 1989, the American Bar
Association recommended that the dependency exemption be replaced with aresidency
requirement and that the rules regarding qualifying children for the earned income credit and
head of household filing status be conformed. The American Bar Association and the American
Ingtitute of Certified Public Accountants continue to advocate a similar proposal. The
Commissioner of Internal Revenue identified filing status definitions, including those relating to
dependents, as major sources of complexity.’® Because these provisions affect so many
taxpayers, the Commissioner’ s report concludes that “any complexity in the Code around filing

1% Department of the Treasury, Internal Revenue Service, Compliance Estimates for
Earned Income Tax Credit Claimed on 1997 Returns (September 2000), at 10.

1% Department of the Treasury, Internal Revenue Service, Annual Report from the
Commissioner of the Internal Revenue Service on Tax Law Complexity (June 5, 2000), at 13.
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definitions can result in prodigious overall burden.”'® The National Taxpayer Advocate has
proposed applying aresidency test to the definition of child dependent as well as the earned
income credit in legisative recommendations for fiscal years 1997, 1998, 1999, and 2000.

Recommendation for Simplification

The Joint Committee staff recommendsthat a uniform definition of
qualifying child should be adopted for purposes of determining eigibility for
the dependency exemption, the ear ned income credit, the child credit, the
dependent care credit, and head of household filing status. Under this
uniform definition, in general, a child would be a qualifying child of a
taxpayer if the child hasthe sameprincipal place of abode asthe taxpayer
for morethan one half the taxableyear. A “child” would be defined asan
individual with a specified relationship to the taxpayer and whoislessthan a
specified age. A tie-breaking rulewould apply if morethan one taxpayer
claimsa child asa qualifying child. Under thetie-breaking rule, the child
generally would betreated as a qualifying child of the child’s parent.

Detailed discussion of proposal

In general

The proposa would replace the separate rules for defining an eligible child under the
dependency exemption, the child credit, the earned income credit, the dependent care credit, and
head of household filing status with a single rule defining qualifying child. The proposal would
be the sole method for determining whether a child is a qualifying child for purposes of these
provisions. This proposa would not modify other parameters of each tax benefit (e.g., the
earned income requirements of the earned income credit) or the rules for determining whether
individuals other than children qualify for each tax benefit.

Adopting auniform definition of qualifying child would achieve smplification by
making it easier for taxpayers to determine whether they quaify for the various tax benefits
relating to children. Adopting a uniform definition would reduce inadvertent taxpayer errors
arising from confusion due to differing definitions of qualifying child. A uniform definition also
would make the applicable provisions easier for the IRS to administer.

Residency test

In general .--Under the proposal, a child (as defined below) generally would be considered
aqualifying child if the child has the same principal place of abode as the taxpayer for more than
one half the taxable year. Special rules, described below, would apply in the case of children
who are students or disabled.

The Joint Committee staff proposes aresidency test as the uniform rule because it is
generally easier to apply than a support test. Although in some cases both tests present difficult

106 1,
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issues, any support test involves calculations that will not arise under aresidency test and will
always be more difficult to apply than aresidency test.

Adopting aresidency test for al five provisions providing tax benefits with respect to
children would smplify the tax laws, but also would change the beneficiary of certain tax
benefits. For example, ataxpayer who now qualifies for a dependency exemption with respect to
achild who is supported by, but does not live with, the taxpayer would not be entitled to the
dependency exemption under the proposal.

The residency requirement under the proposal generally follows the present-law
residency requirements under head of household filing status, the earned income credit, and the
provisions for determining whether certain individuals qualify as a dependent. Asunder the
present-law rules, temporary absences due to special circumstances, including absences due to
illness, education, business, vacation, and military service, would not be treated as absences.

Tie-breaking rules.--If a child would be a qualifying child with respect more than one
individual (e.g., achild lives with his or her mother and grandmother in the same household) and
more than one person claims a benefit with respect to that child, thenthe following “tie-
breaking” ruleswould apply. Firgt, if one of the individuals claiming the child as a qualifying
child isthe child’s parent (or parents who file ajoint return), the child would be deemed the
qualifying child of the parent (or parents). Second, if both parents claim the child and the
parents do not file ajoint return, then the child would be deemed a qualifying child first with
respect to the parent with whom the child resides for the longest period of time and second with
respect to the parent with the highest adjusted grossincome. Finaly, if the child's parents do not
claim the child, then the child would be deemed a qualifying child with respect to the individua
with the highest adjusted gross income.

For example, suppose H and W are married and live together from January through
August (8 months) with their child, C. H moves out of the household at the beginning of
September, and C lives with W for the rest of theyear. H and W do not file ajoint return. C has
lived with both H and W for more than six months of the year. Both H and W claim the
applicable tax benefits with respect to C. Under the tie-breaking rule, C istreated as a qualifying
child with respect to W because C lived with W for a greater portion of the year (12 months,
compared with 8 months living with H).

Special rulesfor students and disabled children.--The proper application of the residency
test to children who are students or disabled may be unclear under present law. For example,
consider the case of achild who lived with his parents until graduating from high school at age
17 and then moved away to attend a four-year college. Under the rules relating to “temporary”
absences under present law (and which would be adopted under the proposal), the child could be
considered to be residing with his parents while he is away at school. Although thereislittle
published guidance, existing authority indicates that whether an absenceis*temporary” hinges
on whether the child is intending to establish a new residence independent from his parents.’®’

97 See, eg., Treas. Reg. sec. 1.152-1(b); Rev. Rul. 66-28, 1966-1 C.B. 31.
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Similar issues arise with respect to disabled children who do not live at home. In such
cases, the child may never be expected to return to the family home because the child requires
ingtitutionalized care. As discussed above, athough the issue is unclear, there is some precedent
that such an absence is “temporary” for purposes of the residency requirement even though it is
likely that the individual will never return to his or her former home because of medical reasons.

Adopting aresidency test for al five maor tax benefits relating to children would place
additional pressure on the definition of a*temporary” absence, potentially increasing complexity
in some cases. Determining whether an absenceis “temporary” can be difficult for taxpayers
because thereis little published guidance and the issue isinherently afactual determination that
may hinge on intent, which is difficult to demonstrate.

The Joint Committee staff believes that an objective alternative to the residency test in
common Situations in which a child may be absent from the home for indefinite and lengthy
periods will provide more certainty to taxpayers than the present-law rules. Thus, the Joint
Committee staff recommends that, if a child who is a student or is disabled does not meet the
residency test, the child may nevertheless be a qualifying child of ataxpayer who provides
support for the child in an amount at least equal to the exemption amount (i.e., $2,900 for 2001).
If achild who isa student or is disabled would be a qualifying child with respect to more than
one taxpayer and more than one such taxpayer clamsthe child as a qualifying child, then the
child would be considered a qualifying child of the taxpayer who provided the greatest amount
of support for the child. Asunder present law, the child could not claim a personal exemption
for himself or herself if another person is entitled to the exemption.'®

For purposes of thisrule, an individual would be considered a student if the individual is
afull-time student during each of five calendar months during the year. Thisisthe present-law
definition under the dependency exemption and the earned income credit.’® Other definitions
also could be used without undermining the goal of simplification.

Anindividua would be considered disabled if he or sheis physicaly or mentally
incapable of caring for himself or herself. Thisisthe present-law definition under the dependent
care credit.™® Other definitions also could be used without undermining the goal of
simplification.

18 151(d)(2).
19 secs, 151(c)(4) and 32(c)(3)(c)(ii).
0 gsec. 21(b) (D).



Definition of child

Relationship requirement.--In order to be a“child” as defined under the proposal, the
individual must be the son, daughter, stepson, stepdaughter, brother, sister, stepbrother,
stepsister, or adescendant of any such individuals. An adopted child (or a child placed with the
taxpayer for adoption by an authorized placement agency) would be treated as a child of the
taxpayer by blood. A foster child who is placed by an authorized placement agency would be
treated as the taxpayer’ s child, except that descendants of foster children would not automatically
be considered children of the taxpayer (i.e., they would independently have to satisfy the
relationship test). These familial relationships are similar to those used under the present-law
earned income credit and child credit.

The Joint Committee staff believes that more simplification would be achieved by using a
broader definition of a child, namely, providing that a child includes any relative of the taxpayer
who iswithin the applicable age limit (described below). The need to determine whether a child
bears a particular relationship to ataxpayer adds one additiona rule that taxpayers must apply.

In addition, such arule may cause confusion for some taxpayers because it draws an arbitrary
line based on certain familia relationships that taxpayers themselves may not draw. For
example, ataxpayer may care for aminor nephew and cousin as his or her own childrenin hisor
her home. The nephew may be a qualifying child, but the cousin could not be, because “ cousin”
is not included in the specified relationships.

The Joint Committee staff decided not to recommend a broader definition of qualifying
child due to concerns that a broader definition would involve a policy change with respect to
some provisions. In particular, a broader definition could significantly expand the class of
persons for which the earned income credit and the child credit could be claimed, which involves
policy implications beyond the scope of this simplification study.

Age requirement.--Under the proposal, a“child” must be under age 19 (or under age 24
in the case of a student (as defined above)). No age limit would apply with respect to disabled
children (as defined above). Under present law, two of the affected provisions have significantly
lower age limits; the dependent care credit, which has an age limit of 13 (except in the case of
persons who are incapable of caring for themselves), and the child credit, which has an age limit
of 17. Although the Joint Committee staff believesthat, to achieve the greatest amount of
simplification, a uniform age should be adopted for purposes of defining a quaifying child, the
Joint Committee staff also believes that the dependent care credit has a different policy objective
than the other provisions for which the definition of qualifying child is relevant and that this
different objective warrants a different rule. The dependent care credit provides a subsidy for
individual s who incur employment-rel ated expenses for the care of a child or certain other
individuals, which expenses generally cease to be unnecessary many years before the child
realizes the age of mgjority. In contrast, the other provisions relating to children generally have
the objective of reducing tax liability for taxpayers with children, including teenage children.
Because determining the age of achild is not generally difficult, the Joint Committee staff
believes alimited exception to the generally applicable age limit for the dependent care credit
would not undermine the objectives of simplification. Thus, The Joint Committee staff
recommends that, for purposes of the dependent care tax credit, an individua would not be a
child unless the individua is under age 13.
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The Joint Committee staff does not recommend alower age for the child credit because
there does not appear to be a separate policy underlying the present-law credit than that
underlying the dependency exemption. The legidative history of the child credit indicates that it
isintended to provide tax relief for families with children, which is similar to the policy of the
dependency exemption.™ In the absence of an overriding policy concern, the Joint Committee
staff believes that the objectives of ssimplification should govern.

Other requirements

A child would not be considered a qualifying child unless a taxpayer identification
number for the child is provided on the return. Present-law rules regarding citizenship or country
of residence would continue to apply to each provision as under present law.

Effect of proposal on particular provisions

Dependency exemption

The proposal would eliminate the support test with respect to children of the taxpayer (as
defined under the proposal) and replace it with the residency requirement described above. A
modified support test would apply to children who are students or disabled. Therulesrelating to
multiple support agreements would not apply with respect to children because the support test
would not apply. The gross income test would not apply to children as defined under the
proposal.

The age limitations under the proposal are the same as those used under the present-law
dependency exemption to define a child.

As mentioned above, by replacing the support test with aresidency test, the proposal may
shift the benefit of the dependency exemption in some cases from one person to a different
person.

Under present law, the custodial parent may waive the right to claim the dependency
exemption to the noncustodial spouse in certain circumstances. The Joint Committee staff
believes that this rule primarily is designed to avoid difficult determinations under the present-
law support test. Thus, waivers are not necessary under the proposed residency test.

Some view the present-law waiver rules as a bargaining chip in divorce and separation
negotiations. If waiver rules are considered desirable in the case of divorce or separation, the
Joint Committee staff believes appropriate rules could be developed without unduly undermining
the simplification achieved by the proposal.

The proposal would retain the present-law dependency rules with respect to individuals
other than children (as defined under the proposal).

11 Asdiscussed in Section 11.A. of this Part, above, further smplification could be
achieved by combining the dependency exemption and child credit, but this involves policy
considerations beyond the scope of this study.
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Earned income credit

In general, the proposal adopts a definition of qualifying child that is similar to the
present-law rule under the earned income credit. Thus, the proposal would result in similar
effects under the earned income credit as under present law, except in certain limited situations.

The relationships used to define a child under the proposal are the same as those under
the earned income credit, except that the earned income credit does not include descendants of a
stepson or stepdaughter (unless such a descendent was placed with the taxpayer by an authorized
foster care agency). The earned income credit applies a one-year residency test to foster
children, while the proposal would apply a six-month test to al children. Thus, the proposal
would extend the earned income credit to some taxpayers who would not be able to claim the
credit under present law. The Joint Committee staff decided to recommend a six-month rule for
all cases because asingleruleis easier to apply than two separate rules.

The age limitation under the present-law earned income credit is the same as that under
the proposal.

The proposal would replace the present-law adjusted gross income tie-breaking rule
under the earned income credit and replace it with the tie-breaking rules of the proposal. Thus,
for example, aparent of achild who isineligible for the earned income credit solely because an
individual with higher adjusted gross income could claim the credit would be éligible for the
credit under the proposal.

Child credit

The child credit uses the same relationships to define an eigible child as the earned
income credit. Thus, the discussion above relating to the definition of child under the earned
income credit applies to the child credit.

As discussed above, the age limitation under the proposal is higher than the age limitation
of the child credit under present law. Thus, the proposal would result in an expansion of the
child credit.

Under present law, the child credit generally is available with respect to a child for whom
the taxpayer can claim a dependency exemption. Because the proposal would, in some cases,
shift the dependency exemption from one taxpayer to another, the proposal would aso shift the
child credit from one taxpayer to another.

Dependent care credit

The requirement that a taxpayer maintain a household in order to claim the dependent
care tax credit would be eliminated with respect to children (as defined under the proposal) and
replaced with the residency test. Thus, if other applicable requirements are satisfied, a taxpayer
would be able to claim the credit with respect to a child who lives with the taxpayer for more
than one half the year, even if the taxpayer does not provide over one half the cost of maintaining
the household.
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Because the present-law maintenance of household test and the proposal both rely on
residency, the proposal islikely to result in similar effects as the present-law dependent care
credit. The proposal may result in some additional taxpayers being eligible for the credit because
they meet the residency requirement of the proposal, but not the maintenance of household test.

Therulesfor determining eligibility for the credit with respect to individuals other than
children would remain as under present law.

Head of household filing status

Under the proposal, a taxpayer would qualify for head of household filing status with
respect to achild only if the child is a qualifying child as defined under the proposal. The
proposal would retain the requirement that the taxpayer maintain the household in which the
qualifying child resides (i.e., the taxpayer must provide more than one half the cost of
maintaining the household). While retaining this requirement adds some complexity, the Joint
Committee staff believes that this requirement isintegral to head of household filing status and
that eiminating the requirement would result in an expansion of the number of people who
would claim head of household status that is not commensurate with the simplification that
would be achieved. The rulesfor determning whether a person other than a child (such as, a
dependent parent) qualifies the taxpayer for head of household status would remain as under
present law.
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Table 5.—Comparison of Provisons Rdating to Qualifying Children

DEPENDENCY EARNED CHILD DEPENDENT HEAD OF JOINT
EXEMPTION INCOME CREDIT CARE HOUSEHOLD | COMMITTEE
(Secs. 151 CREDIT (Sec. 24) CREDIT FILING STAFF

and 152) (Sec. 32) (Sec. 21) STATUS PROPOSAL
(Sec. 2(b))

1. Tax benefit Deduction of For 2001, Credit of Credit of More favorable | Same as present
$2,900 for each maximum $500 per 30% of upto | rate schedule law (A separate
dependent (for creditis child? $2,400 of and higher recommendation
2001); $2,424, for work-related | standard would modify
exemptions one child expensesif deductionthan | the dependent
phaseout for and $4,008 one single care credit)
higher-income for more qualifying taxpayers
taxpayers than one dependent,

child* $4,800 if
more than
one®
2. Relationship test”
Son, daughter, Yes Yes Yes Yes Yes Yes
stepson,
stepdaughter
Grandchildren Y es (subject to Yes Same as Same as Yes Yes
gross income dependency dependency
test) exemption exemption
Stepchildren Yes Yes Yes Yes Yes Yes
Stepgrandchildren | Yes, butonlyifa | No Same as Same as No Yes
member of the dependency dependency
taxpayer's exemption exemption
household for
the entire year
and the gross

income limit test
is met
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Table 5.—Comparison of Provisons Rdating to Qualifying Children

DEPENDENCY EARNED CHILD DEPENDENT HEAD OF JOINT
EXEMPTION INCOME CREDIT CARE HOUSEHOLD | COMMITTEE
(Secs. 151 CREDIT (Sec. 24) CREDIT FILING STAFF
and 152) (Sec. 32) (Sec. 21) STATUS PROPOSAL
(Sec. 2(b))
Brothers, sisters Y es (subject to Treated as Treated as Same as Yes, if qualify | Yes
gross income foster child | foster child dependency as a dependent
test) and subjectto | exemption
gross income
test
Nieces, nephews Y es (subject to Treated as Treated as Same as Yes, if qualify | Yes
gross income foster child | foster child dependency as a dependent
test) and subjectto | exemption
gross income
test
Adopted children Yes Yes Yes Yes Yes Yes

and children
placed for
adoption
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Table 5.—Comparison of Provisons Rdating to Qualifying Children

DEPENDENCY
EXEMPTION
(Secs. 151
and 152)

EARNED
INCOME
CREDIT
(Sec. 32)

CHILD
CREDIT
(Sec. 24)

DEPENDENT
CARE
CREDIT
(Sec. 21)

HEAD OF
HOUSEHOLD
FILING
STATUS
(Sec. 2(b))

JOINT
COMMITTEE
STAFF
PROPOSAL

Foster children

Treated asown
child if lives
with taxpayer for
entire year

Yes, if lives
with the
taxpayer for
the year,
taxpayer
caresfor the
child as his
or her own,
andis(a) a
brother,
Sister,
stepbrother,
stepsister (or
descendent)
or (b) is
placed by an
authorized
placement

agency

Same as
earned
income credit

Same as
dependency
exemption

Yes, if qualify
as a dependent

Yes, if placed
by an authorized
placement

agency

Married children

No, if child files
ajoint return
(unlessreturnis
toclam arefund
and no tax would
be owed by
either spouse
filing separately)

Same as
dependency
exemption

Same as

dependency
exemption

Same as
dependency
exemption

Yes, if qualify
as a dependent

Same as
dependency
exemption
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DEPENDENCY EARNED CHILD DEPENDENT HEAD OF JOINT
EXEMPTION INCOME CREDIT CARE HOUSEHOLD | COMMITTEE
(Secs. 151 CREDIT (Sec. 24) CREDIT FILING STAFF
and 152) (Sec. 32) (Sec. 21) STATUS PROPOSAL
(Sec. 2(b))
3. Agelimit
Purpose of limit Grossincome Determines | Determines Determines NA Defines child.
test appliesto eligibility for | eligibility for | eligibility for Can determine
children over the | credit credit credit eligibility for
age limit benefit
General limit Under 19 Same as Under 17 Under age 13 | No age limit Under 19
dependency
exemption
Full-time students | Under 24 Same as General age | Genera age No age limit Under 24
dependency limit applies | limit applies
exemption
Disabled children | Under 19 Noagelimit | Sameas No age limit, No age limit No age limit
dependency but must
exemption qualify asa
dependent
4. Requirement that NA Child does Child must Child must Child doesnot | Same definition
child be a dependent not have to qualify for qualify for haveto qualify | of qualifying
qualify for dependency dependency for dependency | child will apply
dependency exemption exemption exemption, for all
exemption unlessthe child | provisions
and often will ismarried

not
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(Secs. 151 CREDIT (Sec. 24) CREDIT FILING STAFF

and 152) (Sec. 32) (Sec. 21) STATUS PROPOSAL
(Sec. 2(b))

5. Residency No requirement | Child must Same as Child must live | Child must live | Child must live

requirements (i.e., childdoes | livewith dependency with the with the with the
not havetolive | taxpayer for | exemption taxpayer for taxpayer for taxpayer for
with the over one half the period over one half over one half
taxpayer) the year during which the year the year

(whole year the expenses
in the case of incurred
foster

children)

6. Support test Taxpayer must No support Same as Taxpayer must | Taxpayer must | None; except
provide over one | test dependency provide over provide over that a student or
half of the exemption one half of the | one half the disabled child
child’ s support support for the | support for the | that does not

household for | household mest the

the period residency test is

during which aqualifying

the expenses child of an

were incurred individual who
provides support
at least equal to
the exemption

amount
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EXEMPTION INCOME CREDIT CARE HOUSEHOLD | COMMITTEE
(Secs. 151 CREDIT (Sec. 24) CREDIT FILING STAFF
and 152) (Sec. 32) (Sec. 21) STATUS PROPOSAL
(Sec. 2(b))
7. Grossincome limit Individual No limit Same as Same as No limit No limit
cannot be dependency dependency
clamed asa exemption exemption
dependent if
earns more than
the exemption
amount; gross
income test does
not apply to son,
daughter,
stepson or
stepdaughter
under applicable
age limit
8. Citizenship Child must be a Abodein Same as Same as No special rules | Present-law
requirements U.S. citizen or which the dependency, dependency rules would
resident or a child lives except does exemption apply for each
resident of must bein not include provision
Canadaor the US. provision
Mexico (or an (specia rule | regarding
adopted child for military | residents of
living with personnel Canada and
parent who isa living Mexico
U.S. citizen) outside the
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DEPENDENCY EARNED CHILD DEPENDENT HEAD OF JOINT
EXEMPTION INCOME CREDIT CARE HOUSEHOLD | COMMITTEE
(Secs. 151 CREDIT (Sec. 24) CREDIT FILING STAFF
and 152) (Sec. 32) (Sec. 21) STATUS PROPOSAL

(Sec. 2(b))

9. Tie-breaker rules If no one person If two Whoever gets | No special None; if achild | Tie-breaker
provides over people the rules qualifiesasa rules apply only
one haf the qualify with | dependency dependent if more than one
support, but respect to exemption is pursuant to a person
more than one the same entitled to the multiple otherwise
person together child, the child credit support eligible actually
does, then those person with agreement, then | claim child asa
persons who the highest thechild does | qualifying child;
provide at least modified not qualify the | parent generally
10% of the AGl is taxpayer for isentitled to
support can entitled to head of claim the child
agree inwriting the credit household
that one of such status
personsis
entitled to the
exemption

10. TIN requirement Yes Yes Yes Yes No specific Yes

requirement
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Table 5.—Comparison of Provisons Rdating to Qualifying Children

DEPENDENCY EARNED CHILD DEPENDENT HEAD OF JOINT
EXEMPTION INCOME CREDIT CARE HOUSEHOLD | COMMITTEE
(Secs. 151 CREDIT (Sec. 24) CREDIT FILING STAFF
and 152) (Sec. 32) (Sec. 21) STATUS PROPOSAL
(Sec. 2(b))
11. Rulesapplicablein Custodial parent | No special Taxpayer Child istreated | No special rule; | No special rules
the case of divorceor generaly rule; recelving the | asqualifying custodial parent
legal separation receives the custodial dependency individual with | will be entitled
exemption if the | parent will exemptionis | respect to to head of
parentstogether | receivethe entitled to the | custodial household
provide over one | credit credit parent status because
half the support; | because qualificationis
custodial parent | qualification based on
may waive the based on residency
right to the residency
exemption to the
other parent

! Credit amount depends on earned income and is phased out for taxpayers with earned income or, if higher, modified adjusted gross income above certain
levels. The maximum credit amount isindexed. An earned income credit is available for lower-income individuals wi th no qualifying children.

2 Creditisrefundable if taxpayer has three or more children. Credit is phased out for taxpayers with income above certain levels.

3 Credit percentage is reduced to 20 percent for taxpayers with income above certain levels. Present law also provides an exclusion for employer-provided
dependent care expenses of up to $5,000 per year (regardless of number of qualifying individuals). The exclusion isnot subject to a phase-out.

* Persons other than children may qualify the taxpayer for the dependency exemption, the dependent care credit, or head of household filing statusif certain

reguirements are satisfied.




2. Dependent caretax benefits
Present L aw

Dependent car e tax credit

A taxpayer who maintains a household that includes one or more qualifying individuals
may claim a nonrefundable credit against income tax liability for up to 30 percent of alimited
amount of employment-related expenses. Eligible employment-related expenses are limited to
$2,400 if thereis one qualifying individual or $4,800 if there are two or more qualifying
individuals. Thus, the maximum credit is $720 if there is one qualifying individual and $1,440 if
there are two or more qualifying individuals. The applicable dollar limit ($2,400/$4,800) of
otherwise eligible employment-related expenses is reduced by any amount excluded from
income under an employer-provided dependent care assistance program. For example, a
taxpayer with one qualifying individua who has $2,400 of otherwise digible employment-
related expenses but who excludes $1,000 of dependent care assistance must reduce the dollar
limit of eligible employment-related expenses for the dependent care tax credit by the amount of
the exclusion to $1,400 ($2,400 - $1,000 = $1,400). A qualifying individua is (1) adependent
of the taxpayer under the age of 13 for whom the taxpayer is eligible to claim a dependency
exemption, (2) a dependent of the taxpayer who is physically or mentally incapable of caring for
himself or hersdlf, or (3) the spouse of the taxpayer; if the spouseis physicaly or mentally
incapable of caring for himself or herself.

The 30 percent credit rate is reduced, but not below 20 percent, by 1 percentage point for
each $2,000 (or fraction thereof) of adjusted gross income above $10,000. The credit is not
available to married taxpayers unless they file ajoint return.

Exclusion for employer-provided dependent care

Amounts paid or incurred by an employer for dependent care assistance provided to an
employee generally are excluded from the employee’ s gross income and wages if the assistance
is furnished under a program meeting certain requirements. These requirements include that the
program be described in writing, satisfy certain nondiscrimination rules, and provide for
notification to all eligible employees. Dependent care assistance expenses eligible for the
exclusion are defined the same as employment-related expenses with respect to aqualifying
individual under the dependent care tax credit.

The dependent care exclusion is limited to $5,000 per year, except that a married
taxpayer filing a separate return may exclude only $2,500. Dependent care expenses excluded
from income are not eligible for the dependent care tax credit (sec. 21(c)).

Sour ces of Complexity

There are three principal differences between the dependent care tax credit and the
exclusion for employer-provided dependent care: (1) the credit has different dollar limits based
on the number of qualifying individuals, whereas the maximum amount of the exclusion isthe
same regardless of the number of qualifying individuals; (2) the credit is reduced for persons
with incomes above certain levels, whereas the amount of the exclusion does not vary by
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income; and (3) the credit is not available to married taxpayers who file separate returns, whereas
one-half the maximum exclusion is available to such taxpayers.

These differences create transactional complexity for taxpayers who are eligible for both
provisions because it is harder for taxpayers to determine which provision they should use.
These differences may also create unfairnessin the tax laws, because whether ataxpayer utilizes
the provision that is best for him or her may depend on the taxpayer’s level of sophistication and
his or her understanding of the tax laws.

Various aspects of the dependent care tax credit also create complexities. In particular,
the different dollar limits based on the number of qualifying individuals are more complicated
than aflat dollar amount, such as that under the exclusion. In addition, the reduction of the
credit based on income creates computational complexity.*? This reduction also makesit
necessary to deny the credit to married taxpayers filing separate returns to prevent such taxpayers
from splitting income and claiming a greater credit than they would receive if they filed ajoint
return.

Recommendation for Simplification

The Joint Committee staff recommendsthat the dependent car e credit
should be conformed to the exclusion for employer-provided dependent care
assistance by: (1) providing that the maximum amount of expenses digible
for the credit is $5,000 regar dless of the number of qualifying individuals; (2)
eliminating the reduction of the credit based on adjusted grossincome; and
(3) providing that married taxpayersfiling separatereturnsare eligibleto
claim up to one half of the otherwise allowable credit.

The proposal would provide simplification for taxpayers who are eligible for both the
dependent care credit and the exclusion for employer-provided dependent care assistance by
making the two provisions more economically equivalent. This should also increase fairness of
the tax laws.

The proposal also would simplify the dependent care credit by eliminating features of the
credit that require additional calculations by taxpayers.

12 The Joint Committee staff has recommended repealing various income phase-out
provisions of the Code, including the phase-down of the dependent care credit. The Joint
Committee staff believes that the progressivity sought to be achieved through such provisions
can be achieved in asimpler manner through the rate structure. See discussion in Section I.C.,
below.
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3. Moaodifications to the ear ned income cr edit
Present L aw
In general

Eligible low-income workers are able to claim a refundable earned income credit. The
amount of the credit that may be claimed depends upon whether the taxpayer has one, more than
one, or no qualifying children. In addition, to claim the credit, the taxpayer must have earned
income.

The term earned income includes wages, salaries, tips, and other employee compensation,
aswell as net earnings from self employment. Employee compensation includes anything of
value received by the taxpayer from the employer in return for services of the employee,
including nontaxable earned income. Nontaxable forms of compensation treated as earned
income for this purpose include the following: (1) elective deferrals under a cash or deferred
arrangement or section 403(b) annuity (sec. 402(g)); (2) employer contributions for nontaxable
fringe benefits, including contributions for accident and health insurance, dependent care (sec.
129), adoption (sec. 137), educational assistance (sec. 127), and miscellaneous fringe benefits
(sec. 132); (3) saary reduction contributions under a cafeteria plan (sec. 125); (4) meals and
lodging provided for the convenience of the employer (sec. 119); and (5) housing allowances or
the rental value of a parsonage for the clergy.

The maximum earned income credit is phased in as ataxpayer’ s earned income increases.
The credit is phased out for taxpayers with earned income (or if greater, modified adjusted gross
income™®) over certain levels.

The earned income credit is not available to married individuals filing separate returns.
In addition, a taxpayer with disqualified income in excess of certain amounts for the tax year
cannot claim the earned income credit.

13 “Modified adjusted gross income” means adjusted gross income determined without
regard to certain losses and increased by certain amounts not includible in grossincome. The
losses disregarded are: (1) net capital losses (up to $3,000); (2) net losses from estates and trusts,
(3) net losses from nonbusiness rents and royalties; (4) 75 percent of certain net losses from
businesses, computed separately with respect to sole proprietorships (other than farming),
farming sole proprietorships and other businesses. The amounts added to adjusted gross income
to arrive at modified adjusted gross income include: (1) tax-exempt interest; and (2) nontaxable
distributions from pensions, annuities, and individua retirement plans (but not nontaxable
rollover distributions or trustee-to-trustee transfers). Sec. 32(c)(5).

1 Disgualified incomeisthe sum of: (1) interest and dividendsincludible in gross
income for the taxable year; (2) tax-exempt interest received or accrued in the taxable year; (3)
net income from rents and royalties not derived in the ordinary course of business; (4) capita
gain net income; and (5) net passive income.
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Qualifying child and adjusted grossincometie-breaker rules

To claim the earned income credit, ataxpayer must either (1) have a qualifying child or
(2) meet the requirements for childless adults. A qualifying child must meet arelationship test,
an agetest, and aresidence test. First, the qualifying child must be the taxpayer’s child,
stepchild, adopted child, grandchild, or foster child. Second, the child must be under age 19 (or
under age 24 if afull-time student) or permanently and totally disabled regardless of age. Third,
the child must live with the taxpayer in the United States for more than half the year (afull year
for foster children).

If achild otherwise qualifies with respect to more than one person, the child istreated as
aqualifying child only of the person with the higher modified adjusted grossincome. For
example, assume mother and child live with the child’ s grandmother. Mother and grandmother
have no income other than from their jobs. Mother’sincome from a part time job is $9,000.
Grandmother’ sincome from her job is $15,000. The son isthe qualifying child of both the
mother and grandmother. Because the grandmother has the higher modified adjusted gross
income, only the grandmother may claim the earned income credit. The mother cannot claim the
earned income credit, even if the grandmother does not.

A valid socia security number (taxpayer identification number) must be provided for
each qualifying child with respect to whom the earned income credit is claimed.

To claim the earned income credit without a qualifying child, the taxpayer must be over
age 24 and under age 65. In addition, the taxpayer cannot be the dependent or qualifying child of
another taxpayer.

Calculation of the credit

The earned income credit is determined by multiplying a credit rate by the taxpayer's
earned income up to an earned income amount. The maximum amount of the credit isthe
product of the credit rate and the earned income amount. The maximum credit amount applies to
taxpayers with (1) earnings at or above the earned income amount and (2) modified adjusted
grossincome (or earned income, if greater) at or below the phaseout threshold level.

For taxpayers with modified adjusted gross income (or earned income, if greater) in
excess of the phase-out threshold, the credit amount is reduced by the phase-out rate multiplied
by the amount of modified adjusted gross income (or earned income, if greater) in excess of the
phase-out threshold. The credit amount is $0 at the “breakeven” income level, i.e., the point at
which a specified percentage of “excess’ income above the phase-out threshold offsets exactly
the maximum amount of the credit. The earned income amount and the phase-out threshold are
indexed for inflation. Table 6., below shows the earned income credit parameters for taxable
year 2001.*"

15 Thetableis based on Rev. Proc. 2001-13, 2001-03 I.R.B. 337.
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Table 6.--Earned Income Credit Parameters (2001)

Two or more Onequalifying  No qualifying

qualifying Child children
children

Credit rate (percent)..........ccceeeeeeeeeeeeeeeenn, 40.00% 34.00% 7.65%
Earned income amount.............cccocveeeeeeeennnn. $10,020 $7,140 $4,760
Maximum credit.........c..eeveeeeiieeeeiieeeeeeee, $4,008 $2,428 $364
Phase-out begins...........ccccoevveeeeeiiieeeceee. $13,090 $13,090 $5,950
Phase-out rate (Percent)..........cccvvvvvernnnnnnnnns 21.06% 15.98% 7.65%
Phase-out ends..........eeeeeeeeeeeeeeeeeeeeee e $32,121 $28,281 $10,710

Sour ces of Complexity

In general

The complexity of the earned income credit has received considerable attention almost
sinceits enactment in 1975. The earned income credit has also received attention because of the
relative high error rates associated with the provision. For 1997, approximately 20 million
people claimed more than $30 billion of earned income credits. According to the IRS, an
estimated $7.8 billion of earned income credit claims for that year (25.6 percent) were
erroneously paid."'® While there may be a variety of reasons for such errors, the Joint
Committee staff believes asignificant factor is complexity.

Qualifying child and adjusted gross income tie-breaking rule

One of the principal earned income credit errors involves the qualifying child eligibility
rules. Initsstudy of 1994 and 1997 returns, the IRS found that the most common error involved
taxpayers claiming children who did not meet the éligibility criteria. The IRS attributes most of
these errors to taxpayers claming the earned income credit for children who do not meet the
residency requirement.™” A portion of these errors may be attributed to the different eligibility
requirements for claiming a child as a dependent and as a qualifying child for purposes of the
earned income credit. That is, taxpayers may erroneoudy believe that because they are entitled
to a dependency exemption with respect to a child they are also eligible for the earned income
credit.

1% Internal Revenue Service, Compliance Estimates for Earned Income Tax Credit
Claimed on 1997 Returns (September 2000), at 3 (hereinafter referred to as “IRS 1997
Compliance Study”).

17 See also, Treasury Inspector General for Tax Administration, Management Advisory
Report: Administration of the Earned Income Credit (Ref. No. 2000-40-160, September 2000)
and General Accounting Office, Earned Income Credit: IRS Tax Year 1994 Compliance Study
and Recent Efforts to Reduce Noncompliance (GAO/GGD-98-150, July 1998).
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The adjusted gross income tie-breaker rules also result in significant complexity. Inits
most recent study, the IRS found that the second largest amount of errors, 17.1 percent of
overclaims, was attributable to improper application of the adjusted gross income tie-breaking
rules.*®

Definition of earned income

Present law requires both the IRS and taxpayers to keep track of nontaxable amounts for
determining earned income credit eigibility even though such amounts generally are not
necessary for other tax purposes. Many items of nontaxable earned income are not reported on
Form W-2. Asaresult, ataxpayer may not know the correct amount of nontaxable earned
income received during the year. Further, the IRS cannot easily determine such amounts. Many
taxpayers are confused about what is taxable income and what is nontaxable income.™®

Recommendations for Simplification

The Joint Committee staff recommendsthat the definition of qualifying child
for purposes of the earned income credit should be conformed to the uniform
definition of qualifying child (including the tie-breaking rule) recommended
by the Joint Committee staff. In addition, the Joint Committee staff
recommends that earned income for purposes of the earned income cr edit
should be defined to include wages, salaries, tips, and other employee
compensation to the extent includiblein grossincome for the taxable year,
and net earnings from salf employment.**

18 1RS 1997 Compliance Study at 10. Another significant error involves filing status
errors that occur when married taxpayers erroneoudly file returns with filing status as single or
head of household when they should file as married taxpayers filing separate returns. Married
taxpayers filing separate returns are not eligible for the earned income credit. The IRS estimated
that 10.5 percent of earned income credit overclaims resulted from misreporting of filing status
among married taxpayers. |d. at 11. Filing status errors are discussed further in Sections [1.A.2.
and 3. of this Part, above.

19 The IRS reported that the fourth largest amount of overclaims (approximately 14
percent) was due to income reporting errors, including overreporting of earned income,
underreporting of earned income or adjusted gross income, underreporting of investment income,
and reporting errors attributable to incorrect filing status. RS 1997 Compliance Study at 11. It
is not possible to determine what portion of such errors may be attributable to underreporting
nontaxable earned income. It is possible that some underreporting of such income is not detected
by the IRS because of the difficulty of determining the amount of hontaxable income.

20 1n its recommendations for repeal of deadwood provisions of the Code, the Joint
Committee staff recommends repeal of the “supplemental child credit” (sec. 32(n)). The
supplemental child credit does not affect any taxpayer’ s tax liability, earned income credit, or
child tax credit.
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Qualifying child and adjusted gr oss income tie-breaking rule'?*

In this study, the Joint Committee staff has recommended that a uniform definition of
qualifying child be adopted for purposes of determining eigibility for the dependency
exemption, the earned income credit, the child credit, the dependent care credit, and head of
household filing status. The uniform definition of child would achieve simplification by making
easier for taxpayers to determine whether or not they qualify for the various tax benefits for
children. Adopting a uniform definition would reduce inadvertent taxpayer errors resulting from
differing definitions of a qualifying child.

Under the uniform definition proposed by the Joint Committee staff, in general, achild
would be a qualifying child of ataxpayer if the child has the same principal place of abode as the
taxpayer for more than one-half the taxable year. A “child” would be defined as an individual
with a specified relationship to the taxpayer who is less than a specified age.

In general, the proposal adopts a definition of qualifying child that is similar to the
present-law rule under the earned income credit. Thus, the proposal would result in similar
effects under the earned income credit as under present law, except in certain limited situations.

The relationships used to define a child under the proposal are the same as those under
the earned income credit, except that the earned income credit does not include descendants of a
stepson or stepdaughter (unless such a descendent was placed with the taxpayer by an authorized
foster care agency). The earned income credit applies a one-year residency test to foster
children, while the proposal would apply a six-month test to al children. Thus, the proposal
would extend the earned income credit to some taxpayers who would not be able to claim the
credit under present law. The Joint Committee staff decided to recommend a six-month rule for
all cases because asingleruleis easier to apply than two separate rules.

The age limitation under the present-law earned income credit is the same as that under
the proposal.

Under the Joint Committee staff proposal, the present-law tie-breaking rule for the earned
income credit would be replaced. Under the proposal, if the child would be a qualifying child
with respect more than one individual (e.g., a child lives with his or her mother and grandmother
in the same household) and more than one person actually claims a benefit with respect to that
child, then the following tie-breaking rules would apply. First, if one of the individuals claiming
the child as a qualifying child is the child's parent (or parents who file ajoint return), the child
would be deemed the qualifying child of the parent (or parents). Second, if both parents claim
the child and the parents do not file ajoint return, then the child would be deemed a qualifying
child first with respect to the parent with whom the child resides for the longest period of time
and second with respect to the parent with the highest adjusted grossincome. Findly, if the
child’ s parents do not claim the child, then the child would be deemed a qualifying child with
respect to the individua with the highest adjusted gross income.

21 gee also, the discussion in Section 11.B.1., above.
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Definition of earned income

The Joint Committee staff recommends that the definition of earned income for purposes
of the earned income credit should be modified to include wages, salaries, tips, and other
employee compensation, to the extent includible in gross income for the taxable year, and net
earnings from self-employment. The proposal would ssimplify the definition of earned income by
excluding nontaxable amounts. As noted above, the amount of nontaxable employee
compensation is often difficult to ascertain for both the taxpayer and the IRS. The proposal
would enable taxpayers and the IRS to determine earned income based on amounts already
shown on Form W-2 and included in the tax return.

Structural issues

Since its enactment in 1975, the earned income credit has been modified many times.
The legidative history of the various earned income credit changes indicates a variety of
purposes to be served by the earned income credit, including to provide an incentive to work, to
increase the fairness of the tax laws by recognizing that lower-income individual s have a reduced
ability to pay taxes, to offset the effects of socia security and self-employment taxes, and to
aleviate poverty.’? Although the earned income credit has been available to childless workers
since 1994, most of the benefits of the earned income credit are provided to workers with
children.

The number of taxpayers claiming the earned income credit has increased from 6.2
million in 1975 to over 20 millionin 1997. The level of complexity associated with the
provision hasincreased aswell. The earned income credit has expanded from asingle line on
the tax return into a separate publication and schedule for earned income credit instructions and
computations.”” The most recent IRS study on the earned income credit showed that
approximately 65 percent of taxpayers claiming the earned income credit for 1997 used a paid
preparer. Theincreasing complexity of the earned income credit could be a significant factor in
the use of paid preparers.'®*

122 See eg., S. Rep. No. 94-36 (1975), at 11, 33. “[T]he committee agrees with the
House that this tax reduction bill should provide some relief at this time from the social security
tax and the self-employment tax for low income individuals. The committee believes, however,
that the most significant objective of the provision should be to assist in encouraging people to
obtain employment, reducing the unemployment rate and reducing the welfarerolls.” Id. at 33.
See also, H. Rep. 103-111 (1993) at 609 (“Providing alarger basic [earned income credit] to
larger families recognizes the role the [earned income credit] can play in aleviating poverty.
Moreover this larger credit may provide work incentives and increase equity by reducing the tax
burden for those workers with a lower ability to pay taxes.”)

123 Treasury Inspector General for Tax Administration, Management Advisory Report:
Administration of the Earned Income Credit (Ref. No. 2000-40-160, September 2000), at 1.

2 1d. a 7.
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In the course of this study, the Joint Committee staff reviewed a variety of proposals
intended to simplify the earned income credit that the Joint Committee staff determined involve
fundamental policy issues that go beyond the question of smplification. Such proposalsinclude
the following:

Eliminate the credit for childless workers;

Eliminate the advance payment option;

Require earned income credit claimants to be pre-certified for eligibility by the IRS;
Combine the earned income credit, the child tax credit, and the dependency
exemption into asingle provision;

Exempt a certain portion of earnings from payroll taxes®; and

Increase funding for the IRS Volunteer Income Tax Assistance program to allow
more lower-income individual s access to free tax help.

Evaluation of these proposals would involve a variety of issues, including issues of
fairness of the tax laws, the policy goals behind the earned income credit and the extent to which
the proposa would accomplish those goals, and whether the proposal increases simplification or
adds new complexity to the Code.

4. Determinationsrelating to filing status'®
Present L aw
In general

There are five different filing statuses under present law: (1) married individualsfiling a
joint return; (2) head of household; (3) unmarried individuals (other than surviving spouses and
heads of households); (4) married individual s filing separate returns; and (5) surviving Spouses.
Filing status is primarily relevant because of the rate structure and the standard deduction.
Separate rate schedules apply to each filing status; surviving spouses apply the same rate
schedules as married couplesfiling ajoint return. Similarly, separate standard deduction
amounts apply to each filing status; surviving spouses are eligible for the same standard
deduction as married couplesfiling ajoint return. Filing status also may be relevant for purposes
of determining eligibility for certain credits or deductions (e.g., some credits are not available to
married taxpayersfiling ajoint return). In addition, the income levels at which certain tax
benefits phase in or phase out often vary by filing status.*’

2 This approach, combined with modifications to the child credit or dependency
exemption, is suggested in one of the acamedic papers submitted for this study. Annette Nellen,
Smplification of the EITC through Sructural Changes, at 10-12 (printed in Volume [11).

126 structural issues relating to filing status are discussed in Section I1.A. of this Part,
above.

127 For adetailed discussion of the various income-based phase-ins and phase-outs in the
Code, see Section 11.C. of this Part, below.
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Head of household filing status

A taxpayer may file as a head of household if the taxpayer is unmarried (and not a
surviving spouse) and pays more than one half of the cost of maintaining a home which isthe
taxpayer’ s home and the principa place of abode for more than one half of the taxable year of:

(1)

)

(3)

an unmarried son, daughter, stepson, or stepdaughter of the taxpayer or an
unmarried descendant of the taxpayer's son or daughter;

an individual described in (1) who is married, if the taxpayer may claim a
dependency exemption with respect to the individual (or could claim the
exemption if the taxpayer had not waived the exemption to the noncustodial
parent); or

arelative with respect to whom the taxpayer may claim a dependency
exemption.’®

A taxpayer may aso file as a head of household if the taxpayer is unmarried (and not a
surviving spouse) and pays more than one haf of the cost of a household which constitutes for
the entire taxable year the principal place of abode of a parent of the taxpayer for whom the
taxpayer is entitled to a dependency exemption.

Surviving spouse filing status

A taxpayer whose spouse dies during the taxable year may file ajoint return for the year
of death. In addition, ataxpayer who qualifies as a*” surviving spouse’” may obtain the benefits
of the increased standard deduction and the rate brackets for married taxpayersfiling ajoint
return for two years after the year of death.

A taxpayer may file asasurviving spouse if all the following requirements are satisfied:

(1)

(2)

(3)
(4)

the taxpayer’ s spouse died during either of the two years preceding the taxable
year,

the taxpayer pays over one haf the cost of maintaining a home which isthe
taxpayer’ s home and the principal place of abode for the entire taxable year of a
son, stepson, daughter, or stepdaughter of the taxpayer with respect to whom the
taxpayer is entitled to claim a dependency exemption;

the taxpayer has not remarried during the taxable year; and

for the taxable year in which the spouse died, the taxpayer and spouse were
eigibleto fileajoint return.

18 sec. 2(b)(1)(A)(ii), as qualified by sec. 2(b)(3)(B). An individual for whom the
taxpayer is entitled to claim a dependency exemption by reason of a multiple support agreement
does not qualify the individual for head of household filing status.
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Sour ces of Complexity

As discussed above, the need to determine filing status has been identified as a source of
complexity by commentators for many years® The IRS has reported that the complexity-
related topic appearing most frequently in customer service calls and TeleTax callsin 1999 was
filing status. ™ Filing status was the third most common complexity-related math error in
1999."* Errors relating to filing status affect not only the standard deduction amount and rate
brackets, but can aso cause errors throughout a return.

The rulesrelating to head of household filing status create complexities for taxpayers
with children, in part because a child that qualifies as a dependent may or may not qualify the
taxpayer for head of household status. Similarly, a child that qualifies ataxpayer for head of
household status may not qualify as dependent of the taxpayer. Such discrepanciesin definitions
may |ead to numerous inadvertent errors.

Asisthe case with head of household status, the same child that qualifies as a dependent
of the taxpayer may not qualify the taxpayer for surviving spouse status, and viceversa. In
addition, it may not be clear to taxpayers that a dependent is required for surviving spouse status,
and taxpayers may inadvertently believe that any surviving spouse is entitled to claim the status.

Recommendation for Simplification

The Joint Committee staff recommendsthat head of household filing status
should be available with respect to a child only if the child qualifiesasa
dependent of the taxpayer under the Joint Committee staff’s recommended
uniform definition of qualifying child.

The Joint Committee staff recommendsthat surviving spouse status should
be available only for one year and that therequirement that the surviving
spouse have a dependent be eliminated.

Head of household filing status

Under the proposal, ataxpayer would qualify for head of household filing status with
respect to achild only if the child is aqualifying child as defined under the Joint Committee staff
recommendation proposing a uniform definition of qualifying child.*** Applying the uniform
definition would reduce taxpayer errors due to differing requirements with respect to children.

12 gee discussion in Section 11.A.2. of this Part, above.

130 Department of the Treasury, Internal Revenue Service, Annual Report from the
Commissioner of the Internal Revenue Service on Tax Law Complexity (June 5, 2000), at 12.

B,

1% gpe Section 11.A.1. of this Part, above.
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The proposal would retain the requirement that the taxpayer maintain the household in
which the taxpayer and the qualifying child reside (i.e., the taxpayer must provide more than one
half the cost of maintaining the household). Although retaining this requirement adds some
complexity, the Joint Committee staff believes that this requirement isintegral to head of
household filing status and that eliminating the requirement would result in an expansion of the
number of people who would claim head of household status that is not commensurate with the
simplification that would be achieved. The rulesfor determining whether a person other than a
child qualifies the taxpayer for head of household status would remain as under present law.

Surviving spouse filing status

The proposal would reduce the complexity related to surviving spouse status by reducing
the requirements that must be satisfied in order to qualify for the filing status. Under the
proposal, ataxpayer would be eligible to file as surviving spouse for ayear if:

D the taxpayer’ s spouse died during the preceding the taxable year;
2 the taxpayer has not remarried during the taxable year; and

(©)) for the taxable year in which the spouse died, the taxpayer and spouse were
eligibleto file ajoint return.

By eliminating the requirement for a dependent, the proposal would expand the class of
taxpayers who are eligible to claim surviving spouse status. The proposa would also reduce by
one year the period of time such status can be claimed by a taxpayer.

The Joint Committee staff believes the justification for requiring a surviving spouse to
have a dependent is unclear, particularly given the availability of head of household status.
Eliminating this requirement would make the provision simpler and would also increase the
fairness of the tax laws, in that taxpayers whose spouses have recently died would be treated in a
similar manner. The Joint Committee staff believes that, to the extent considered desirable,
providing additional tax relief for taxpayers with children may be accomplished in asimpler
manner through other provisions of the Code.
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C. Income-Based Phase-outs and Phase-ins
Present L aw

The Code includes over 20 provisions that are phased in or out for taxpayers with
incomes above certain levels. These phase-outs™ limit the ability of certain taxpayersto claim
certain deductions, credits, or other tax benefits. Table 12., below, provides a summary of theses
provisions. Income-based phase-outs have the effect of increasing marginal tax rates for affected

taxpayers.”*

AsTable 7., below, demonstrates, with the exception of the HOPE and Lifetime Learning
credits, which use the same income range, each phase-out uses a different incomerange. In
addition, the provisions use varying definitions of income. Most provisions start with adjusted
grossincome and make various modifications, such asincluding certain items of income that are
excludable for income tax purposes. Other definitions of income are also used. For example, the
earned income credit uses earned income as well as adjusted gross income.

It is possible for taxpayers to be subject to more than one of the phase-outs
simultaneoudly. Certain of the phase-outs do not overlap. For example, ataxpayer could not
simultaneoudly be subject to the personal exemption phase-out and the phase-out for the
deductibility of qualified student loan interest. Other phase-outs do overlap. Table 8., below,
can be used as a general guide to the income levels at which multiple phase-outs can overlap.
Some care must be used in interpreting the table, however. For example, the table shows that
taxpayers with $20,000 to $30,000 of adjusted gross income could be subject to a combination of
the earned income credit and dependent care credit phase-outs and the phase-in of the taxation of
Social Security benefits. However, ataxpayer who must include a portion of Social Security
benefitsin grossincome is unlikely to claim the earned income credit or dependent care tax
credit given the different demographics of the taxpayers who receive Socia Security compared
to those who typically claim the credits.

13 The term “phase-outs” is used generally to refer to both phase-ins and phase-outs.
Although the benefits of most of the provisions at issue phase out as income rises, there are some
exceptions. For example, the earned income credit phases in as earned income increases.
Provisions also may be characterized as both phase-ins and phase-outs. For example, the
provision that requires certain taxpayers to include in gross income a portion of Social Security
benefits could be characterized as a phase-in of the income inclusion or a phase-out of the
exclusion.

3% For a complete description and analysis of the operation of these phase-outs, see Joint

Committee on Taxation, Present Law and Analysis Relating to Individual Effective Marginal Tax
Rates (JCS-3-98), February 3, 1998.
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Table 7.—Summary of Present-Law Individual Tax Provisons

With Income-Based Phase-insor Phase-outs (2001)

Provision Joint Singleand Head Married Income Base for Indexed Operation of
Filers of Household Filing Phase-in/out Phase-in/out
Filers Separ ately
1. Phase-in of earned | No children: Same asjoint No credit Earned income® Yes Creditisa
income credit (sec. 32) | $0-$4,760 filers percentage of
One child: earned income up
$0-$7,140 to the threshold
Two children:
$0-$10,020
2. Phase-out of No children: Same asjoint No credit Greater of (a) earned | Yes Credit reduced by
earned incomecredit | $5,950-$10,710 | filers income and (b) AGI percentage of
(sec. 32) One child: plus tax-exempt income over the
$13,090-$28,281 interest and threshold. Phase-
Two children: nontaxable pension out percentage
$13,090-$32,121 payments, and varies by number
disregarding certain of children
losses
3. Partial phase-out $10,000-$28,001 | Same asjoint No credit AGI No Credit rate reduced
of dependent car e tax filers (but not below
credit (sec. 21) 20%) by 1
percentage point
for each $2,000 (or
fraction) over the
threshold
4. Phase-out of credit | $10,000-$25,000 | $7,500-$17,500 | $5,000- AGI No Credit base reduced
for elderly and $12,500 by one-half of
disabled (sec. 22) income over the

threshol d?
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Table 7.—Summary of Present-Law Individual Tax Provisons

With Income-Based Phase-insor Phase-outs (2001)

Provision Joint Singleand Head Married Income Base for Indexed Operation of
Filers of Household Filing Phase-in/out Phase-in/out
Filers Separ ately
5. Phase-out of First tier: First tier: First and Modified AGI plus No Includible amount
exclusion for social $32,000 $25,000 second tiers: | one-half of SSor RR is generaly one-
security (" SS') and Second tier: Second tier: $0 benefits, modified half of incomein
railroad retirement $44,000 $34,000 AGI isAGI plus tax- excess of first tier
("RR") benefits (sec. exempt interest and (but no more than
86) disregarding the one-haf of SS
exclusions under benefits), plus 85%
secs. 135, 137, 911, of excess above
931, and 933 and the second tier, but no
deduction under sec. more than 85% of
221 SS benefits
6. Phase-out of $53,000-$63,000 | $33,000-$43,000 | $0-$10,000 AGI disregarding the | Statute Ratable reduction;®
eligibility for exclusions under provides | specid rounding
deductible IRA (sec. secs. 135, 137, and scheduled | rules
219) 911 and the increases,
deduction under sec. | with
221. AGlis indexing
determined after thereafter
application of secs.
86 and 469 and
before application of
this provision.
7. Phase-out of $60,000-$75,000 | $40,000-$55,000 | No deduction | Modified AGI.* Yes Ratable reduction’
deductibility of AGI is determined
interest on qualified after application of
student loans (sec. secs. 86, 135, 137,
221) 219, and 469 and
before application of
this provision
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Table 7.—Summary of Present-Law Individual Tax Provisons

With Income-Based Phase-insor Phase-outs (2001)

Provision Joint Singleand Head Married Income Base for Indexed Operation of
Filers of Household Filing Phase-in/out Phase-in/out
Filers Separ ately
8. Phase-out of $75,000- Same asjoint No credit or | Modified AGI* No Ratable reduction®
adoption credit and $115,000 filers exclusion
exclusion (secs. 23 and
137)
9. Phase-out of HOPE | $80,000- $40,000-$50,000 | No credit Modified AGI* Yes Ratable reduction’
credit (sec. 25A) $100,000
10. Phase-out of $80,000- $40,000-$50,000 | No credit Modified AGI* Yes Ratable reduction’
Lifetime Learning $100,000
Credit (sec. 25A)
11. Phase-out of $83,650- $55,570-$70,750 | No exclusion | AGI disregarding Yes Ratable reduction®
exclusion of interest $113,650 secs. 137, 221, 911,
from education 931, 933, AGI
savings bonds (sec. determined after
135) applying secs. 86,
469, and 219 and
before applying this
section
12. Ability to make $100,000 Same asjoint Not digible Same asIRA No Cliff; not eigible
an IRA to Roth IRA filers for rollover deduction rules, for conversion if
conversion (sec. 408A) except that the income exceeds
conversion amount threshold
and minimum
required distributions
from retirement plans
are excluded
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Table 7.—Summary of Present-Law Individual Tax Provisons

With Income-Based Phase-insor Phase-outs (2001)

Provision Joint Singleand Head Married Income Base for Indexed Operation of
Filers of Household Filing Phase-in/out Phase-in/out
Filers Separ ately
13. Phase-out of $100,000- Same as joint $50,000- AGI, disregarding No Maximum
rental real estate $150,000 filers $75,000 amounts includible alowable amount
losses and rehab ($200,000- ($100,000- under sec. 86, reduced by 50% of
credit under passive $250,000 for $125,000 for | amounts excludable income above
lossrules (sec. 469(i)) | rehab credit) rehab credit) | under secs. 135 and threshold
137, the deductions
under secs. 219 and
221 and certain
passive activity losses
14. Phase-out of first- | $110,000- $70,000-$90,000 | $70,000- Modified AGI* No Ratable reduction’
time D.C. homebuyer | $130,000 $90,000
credit (sec. 1400(C))
15. Phase-out of child | $110,000- $75,000-various’ | $55,000- Modified AGI* No Credit reduced by
credit (sec. 24) various’ various® $50 for each $1,000
(or fraction) over
the threshold
16. Overall limitation | $132,950-various | Same asjoint $66,475- AGI Yes Deductions reduced
on itemized filers various by lesser of 3% of
deductions (sec. 68) AGI over threshold
and 80% of
deductions
17. Phase-out of IRA | $150,000- NA NA Same as regular IRA No Ratable reduction;®
deduction if spouseis | $160,000 deduction specia rounding
in aretirement plan rules
(sec. 219(9)(7))
18. Phase-out of $150,000- $95,000- $0-$10,000 Sameasregular IRA | No Ratable reduction®
eligibility for Roth $160,000 $110,000 deduction specia rounding
IRA (sec. 408A) rules
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Table 7.—Summary of Present-Law Individual Tax Provisons

With Income-Based Phase-insor Phase-outs (2001)

Provision Joint Singleand Head Married Income Base for Indexed Operation of
Filers of Household Filing Phase-in/out Phase-in/out
Filers Separ ately
19. Phase-out of $150,000- $95,000- Same as Modified AGI* No Ratable reduction’
eligibility for $160,000 $110,000 single
education | RA (sec.
530)
20. Phase-out of $199,450- Sngle: $99,725- AGI Yes Allowable
personal exemptions $321,950 $132,950- $160,975 exemptions
(sec. 151) $225,450 reduced by 2
H/H: $166,200- percent for each
$288,700 $2,500 (or fraction,
$1,250 for married
filing separately)
by which income
exceeds threshold

Note: AGI = adjusted grossincome.

1

N

3

5

Source; Staff of the Joint Committee on Taxation.

The credit is disallowed if the taxpayer has excess investment income.
The credit base is also reduced by certain excludable pension and disability payments.
Credit, deduction, exclusion is phased out ratably over the income range.
* Modified AGI is AGI determined without regard to the exclusions under sections 911, 931, and 933.
Phase-out range depends on number of children.
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Table 8Phase-ins and Phase-outs By Income Range

Income Applicable Phase-outs Applicable Phase-outs
Range (000)** Married Filing Joint Returns Single And Head of Household Returns
$0-10 1 1,4
10-20 2,34 2,34
20-30 2,34 2,3,5
30-40 2,5 2,56
40-50 5 6,7,9, 10
50 - 60 6 7,11
60— 70 6, 7 11
70-80 7,8 8, 14,15
80—-90 8,9 10, 11 8, 14, 15
90 — 100 8,9 10, 11 8, 15, 18, 19
100 - 110 8,11,12,13 8,12, 13, 15, 18, 19
110-120 8,11, 13, 14,15 8, 13 15*
120-130 13, 14, 15, 16 13, 16, 20
130 - 140 13, 15, 16 13, 16, 20
140 — 150 13,15, 16 13, 16, 20
150 — 160 16, 17, 18, 19 16, 20
160 - 170 16 16, 20
170-180 16 16, 20
180 — 190 16 16, 20
190 — 200 16, 20 16, 20
200 + 16, 20, 21 16, 20, 21
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Table 8Phase-ins and Phase-outs By Income Range

KEY TO PHASE-INSAND PHASE-OUTSIN TABLE 13:

1 — Phase-in of earned income credit

2 — Phase-out of earned income credit
3 - Partia phase-out of dependent care credit

4 — Phase-out of credit for elderly and disabled

5 — Phase-out of exclusion for social security
(“SS’) and railroad retirement (“RR”)
benefits

6 — Phase-out of eligibility for deductible IRA

7 — Phase-out of deductibility of interest on
qualified student loans
8 Phase-out of adoption credit and exclusion

9 - Phase-out of HOPE credit

10 - Phase-out of Lifetime Learning credit

11 - Phase-out of exclusion of interest from
education savings bonds

12 - Ability to rollover an IRA to Roth IRA
rollover

13 - Phase-out of $25,000 exclusion for rental
real estate losses under passive loss rules

14 - Phase-out of first-time D.C. homebuyer
credit
15 - Phase-out of child credit

16 — Adjusted grossincome limitation on itemized
deductions

17 - Phase-out of IRA deduction if spouseisina
retirement plan

18 - Phase-out of €ligibility for Roth IRA

19 - Phase-out of eligibility for education IRA

20 - Phase-out of personal exemptions

21 - Phase-out of rehab tax credit under passive
lossrules

* - Would need 5 or more children for
phase-out to extend beyond $150,000
** - Definition of income varies by phase-out
provision



Sour ces of Complexity

For 2001, the Joint Committee staff estimates that across all taxpayers, over 30 million
worksheet calculations will be required to implement phase-outs, including 11.6 million for the
earned income credit, 6.1 million for the overall limitation on itemized deductions, 5.7 million
for the phase-in relating to the taxation of Social Security benefits, and 2.1 million for the
personal exemption phase-out.

Phase-outs increase complexity in several ways. Taxpayers in the phase-out range must
perform separate worksheet calculations to determine the amount of the alowable tax benefit.
Such calculations are also often required of ataxpayer who is ultimately fully eligible, or fully
ingligible, for the tax benefit. The worksheet calculation is required in these cases because there
isno way to readily determine if the phase-out does not apply to the taxpayer other than by
performing the worksheet calculations. At the very least, taxpayers using a particular tax benefit
that has a phase-out must read additional instructionsto determine if the phase-out applies to
them. Additional calculations increase both the time required to prepare the taxpayer’ s return
and the probability of making an error. Obtaining and understanding the necessary forms, or
worksheets, and instructions also lengthens the return preparation process. Taxpayers may not
find al the information that they need to complete their tax return in the standard Form 1040
instruction booklet. For example, the Form 1040 booklet refers the many taxpayers subject to
the phase-out of the child credit need to IRS Publication 972 for the necessary worksheet.

In addition to the additional time required of the taxpayer to educate himself or herself
on the applicability of the phase-out to their particular circumstances, the worksheets themselves
can be quite complicated to complete. All of the worksheets require some combination of
addition, subtraction, multiplication, division, cross-references to line entries on other forms or
schedules, comparison of numbers or line entries to see which is smaller or larger, and yes or no
answers to various qualitative questions. Most of the worksheets are 10 to 20 lines long, although
that figure can understate the amount of calculations required as individual lines on the
worksheets may themsel ves require numerous cal culations to determine the appropriate entry for
that line. For example, the overall limitation on itemized deductions requires a 10-line
worksheet. However, the first line of that worksheet requires the adding up of seven linesfrom
Schedule A, and the second line requires the adding up of four lines of Schedule A.

If a phase-out applies to an exclusion or above-the-line deduction, such asthe IRA
deduction, the student loan interest deduction, or the exclusion of saving bond interest, additional
calculations are required because adjusted gross income cannot be used as the income measure
for the phase-out, because with an exclusion one cannot know adjusted gross income until the
appropriate amount of the exclusion isdetermined. Thus, for purposes of the phase-out, a
measure of modified adjusted gross income must be determined which requires the adding up of
multiple lines of the 1040. For example, the 10-line worksheet for student |oan interest
deduction aso requires the adding up of nine lines of the 1040 form to determine one line entry
on the worksheet. Similarly, the ten-line IRA deduction worksheet also requires the adding up of
eight lines of the 1040 form to determine one line entry on the worksheet. Finaly, the 14-line
form 8815 for determining excludable saving bond interest includes a five-line worksheet, which
itself requires the adding up of 14 lines of the Form 1040 to determine one entry on the
worksheet, just to determine modified adjusted gross income for purposes of the phase-out.
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Phase-outs al so create transactional complexity and inequities based on the taxpayer’s
understanding of the law. Because taxpayers cannot aways predict what their income will be for
any given year or may be unaware of al of the requirements of the Code, phase-outs make it
harder for taxpayers to plan to take advantage of tax benefits. For example, ataxpayer who files
as a head of household with $40,000 of income and has a child in the first year of college would
be eligible for a HOPE credit of up to $1,500. However, if the taxpayer recognized a $10,000
capital gain to pay tuition, the taxpayer would no longer be digible for the credit. The well-
advised taxpayer who needed the fundsto pay tuition might be able to avoid such aresult by
doing the capital gain transaction in atax year prior to the year tuition will be paid.

Phase-outs may lead to taxpayer confusion regarding the individua income tax. One
source of this confusion is that the phase-outs have the effect of increasing margina tax rates,
but are not stated as statutory rates. This makesit difficult for taxpayersto estimate their total
tax liability in advance for such purposes as making appropriate estimated tax payments, which
can then lead to estimated tax penalties. Although taxpayers generally understand when a
deduction or credit is available with respect to a particular activity, they may not fully understand
al the details of particular provisions. This complexity and lack of clarity may cause taxpayer
frustration.

Recommendation for Simplification

The Joint Committee staff recommends that the following phase-outs should
be eliminated:

Theoverall limitation on itemized deductions (sometimesreferred to asthe
“PEASE” limit),

The phase-out of personal exemptions (sometimesreferred to as” PEP”),
The phase-out of child tax credit,

The partial phase-out of the dependent caretax credit,

The phase-outsrelating to individual retirement arrangements (“IRAS’),
The phase-out of HOPE and Lifetime L earning credits,

The phase-out of the deduction for student loan interest,

The phase-out of the exclusion for interest on education savings bonds, and
The phase-out of the adoption credit and exclusion.**®

The Joint Committee staff believes that the Federal individual income tax laws would be
simplified if the tax base were uniformly defined regardless of income,® tax credits were
uniformly applied regardless of income, and concerns regarding the overall progressivity of the

5 The Joint Committee staff is aso recommending that the phase-out of the exclusion
for aportion of Social Security benefits be eliminated, and that a fixed percentage of Social
Security benefits be includible in income for all taxpayers. This recommendation is discussed in
Section 11.D. of this Part, below.

136 Phase-outs of exclusions and deductions effectively mean that the definition of the tax
base varies with income.
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tax laws were addressed solely through the rate structure. Accordingly, the Joint Committee
staff recommends the elimination of those phase-outs which primarily address progressivity
concerns.”®" In addition to creating complexity, the phase-outs also conflict with the
fundamental principle of tax policy that atax structure should reflect ability to pay, which
principle is often the primary rationale for phase-outs.™® Thus, it is possible to achieve both
simplification and greater adherence to ability to pay principles by eliminating certain phase-
outs.

The Joint Committee staff recommendation would achieve smplification by completely
eliminating certain worksheets and instructions, such as those for the personal exemption phase-
out, the overal limitation on itemized deductions, the student |oan interest deduction, and the
phase-out relating to individual retirement arrangements. The worksheets and forms and
instructions relating to the other phase-outs that the Joint Committee staff recommends
eliminating would all be substantially shortened, as the portions of such forms relating to the
income-based phase-outs would be eliminated.

The Joint Committee staff recommendation would lead to the elimination of
approximately 75 worksheet or form lines, with the precise number depending on how the IRS
redesigned certain of the forms or worksheets to account for the elimination of the phase-outs.
The elimination of the phase-outs would also eliminate many transactional complexities
associated with tax planning and predicting in advance one’ s tax liabilities for such purposes as
complying with estimated tax laws. The elimination of the phase-outs would also eliminate
certain inequities whereby only some taxpayers of similar ability to pay from alifetime
perspective are forced into phase-outs based on the pattern of their annual income, while other
well-advised taxpayers may time income and expenses to maximize benefits.

57 The Joint Committee staff makes no recommendation with respect to the phase-outs
relating to the earned income credit, the tax credit for the elderly and disabled, the D. C.
homebuyer credit, the allowance of certain rental real estate |osses under the passive lossrules,
and qualified mortgage revenue bonds. It is believed that these phase-outs serve purposes other
than, or in addition to, achieving progressivity. It has aso been argued that the phase-outs
relating to individual retirement arrangements serve purposes other than progressivity. This
issueisdiscussed in Section I11.B. of this Part, below. The Joint Committee staff is
recommending eliminating the adjusted gross income phase-out for contributions to education
individual retirement accounts as deadwood, as discussed in Section XV of this Part, below.
As presently structured, the provision is easily avoided and has little substantive effect.

3 For example, the policy premise underlying the child credit is that families with
children have a decreased ability to pay tax relative to families of equal incomes that do not have
children. The policy is based on the existence of children, not on the level of income. Thus, the
phase-out isin direct conflict with the policy underlying the credit. For example, the phase-out
means that families with children that are subject to the phase-out are taxed the same as families
without children that have the same income, which does not recognize the impact of children on
ability to pay. Similarly, afamily with children that is subject to the phase-out that earns
$100,000 might only have the same ability to pay as afamily without children that earns
$90,000, but would have a higher tax liability.
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Although it might at first blush seem that phase-outs are consistent with ability to pay
principles and maintain the progressivity of the Federa individual income tax (i.e., upper income
taxpayers can and should pay more income taxes), the appropriate inquiry should focus on the
total tax liability of upper-income individuals relative to tax liabilities of others.™ The desired
degree of progressivity does not have to be sacrificed by eliminating phase-outs because the rate
structure can be adjusted to achieve whatever degree of progressivity is desired. Furthermore,
achieving progressivity directly through the rate structure avoids the negative consequences (in
addition to complexity) of achieving progressivity through phase-outs, which overstate the
ability to pay of certain-upper income individuals.

Some simple examples can illustrate these concepts. Consider the case of four families.
Two families, one with two children and one without, each earn $50,000, and two families, one
with two children and one without, each earn $100,000. Assume that the tax system must raise
$50,000 and that the aggregate degree of progressivity initialy is established by taxing the
families earning $50,000 a combined $10,000, and by taxing the families earning $100,000 a
combined $40,000. Further assume that the family earning $50,000 with children has a tax
liability of $4,000, that the family earning $50,000 without children has a tax liability of $6,000,
and that each of the families earning $100,000 has a tax liability of $20,000. A $1,000 per child
credit is permitted at $50,000 of income, but is phased out by $100,000 of income. (Thistax
system is generally representative of the concept of income-based phase-outs.) Thistax structure
isdepicted as“Tax System 1” in Table 9., below.

39 The notion that phase-outs increase progressivity istrue only if all other aspects of the
tax system are held unchanged. For example, if atax system without any adjustments for
children is dtered to include such an adjustment, then phasing out the adjustment would produce
greater progressivity than the identical system without the phase-out. However, the resulting tax
system will not accurately reflect ability to pay, because upper-income taxpayers without
children will not pay higher taxes than upper-income taxpayers with children.
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Table 9.--Examples of Alternative Tax Systems

Tax
Child | $50,000 | $50,000 | $100,000 | $100,000 Degreeof |
Credit family family family family Progressivity
Child Phase | withno | withtwo | withno | withtwo | Total O0=Least
Credit out children | children | children | children taxes 100 = Most
Tax
System
1......... Yes Yes $6,000 $4,000 | $20,000 | $20,000 | $50,000 80
Tax
System
2 Yes No $6,000 $4,000 | $21,000 | $19,000| $50,000 80
Tax
System
R Yes No $4,000 $2,000 | $23,000 | $21,000| $50,000 88
Tax
System
4......... Yes Yes $8,000 $6,000 | $18,000 | $18,000 | $50,000 72

. Progressivity is measured as the percentage of total taxes that the two upper income families account for.

Note that the combined $40,000 tax liability of the two families earning $100,000 can be
redistributed to reflect the presence of children (i.e., by eliminating the phase-out of the child
credit) while maintaining overall progressivity: the family with children would pay $19,000
while the family without children would pay $21,000, maintaining the combined burden at
$40,000. Thistax structureisdepicted as“Tax System 2” in Table 14. If desired, the tax system
could be made more progressive despite the elimination of the phase-out of the child credit by
taxing the family earning $100,000 with children $21,000 and taxing the family earning
$100,000 without children $23,000, while reducing the tax liabilities on the $50,000 familiesto
$2,000 and $4,000 respectively, thus maintaining overall revenue at $50,000. Thistax structure
isdepicted as“Tax System 3” in Table 14. Finally, the tax system could be made less
progressive despite the existence of a phase-out of the child credit by taxing each of the families
with $100,000 of earnings $18,000, while taxing the families with $50,000 of earnings $6,000
and $8,000 respectively. Thistax structureis depicted as“Tax System 4” in Table 14.

These examples demondtrate that income-based phase-outs of tax benefits are not integral
to aprogressive tax system, as the least progressive of the tax systems shown in Table 14 phases
out the child credit, while the most progressive one does not. Progressivity can be achieved
through changes to the rate structure, and if phase-outs are eliminated progressivity concerns
could be addressed through this mechanism. Although overall progressivity would be
maintained, the tax liabilities of different individuals or groups may be different compared to
present law. For example, if the phase-out of the child credit were eliminated and rates were
adjusted accordingly, a higher-income childless couple might pay more in taxes relative to
present law, because they would not be éigible for the present-law child credit but might
experience an increase in rates.
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D. Taxation of Social Security Benefits
Present L aw

| ncome taxation of Social Security benefits

Under present law, Social Security benefits are taxed under atwo-tier system. Taxpayers
receiving Social Security benefits are not required to include any portion of such benefitsin
grossincome if their Aprovisional income( does not exceed afirst-tier threshold, whichis
$25,000, in the case of unmarried individuals, or $32,000, in the case of married individuals
filing joint returns.** For purposes of these computations, a taxpayer's provisional income is
defined as adjusted gross income plus. (1) tax-exempt interest; (2) excludable interest on
educationa savings bonds; (3) adoption assistance payments; (4) certain deductible student loan
interest; (5) certain excludable foreign-source earned income; (6) certain U.S. possession
income; and (7) one-half of the taxpayer's Social Security benefits. A second-tier threshold for
provisional incomeis $34,000, in the case of unmarried individuals, or $44,000, in the case of
married individuas filing joint returns.**

If the taxpayer's provisional income exceeds the first-tier threshold but does not exceed
the second-tier threshold, then the amount required to be included in income is the lesser of (1)
50 percent of the taxpayer's Social Security benefits, or (2) 50 percent of the excess of the
taxpayer's provisional income over the first-tier threshold.

If the amount of provisional income exceeds the second-tier threshold, then the amount
required to be included in incomeis the lesser of: (1) 85 percent of the taxpayer’s Socia Security
benefits; or (2) the sum of (a) 85 percent of the excess of the taxpayer’ s provisional income over
the second-tier threshold, plus (b) the smaller of (i) the amount of benefits that would have been
included in income if the 50 percent inclusion rule (described in the previous paragraph) were
applied, or (ii) one-half of the difference between the taxpayer’s second-tier threshold and first-
tier threshold.*

0 1N the case of amarried individual who files a separate return, the first-tier threshold
isgeneraly zero. However, if theindividual lives apart from his or her spouse for the entire
year, the first-tier threshold is $25,000.

¥ In the case of amarried individual who files a separate return, the second-tier
threshold is generally zero. However, if the individual lives apart from his or her spouse for the
entire year, the second-tier threshold is $34,000.

192 Special rules apply in some cases under present law. Tier | Railroad Retirement

benefits are smilar to Social Security benefits and are taxed in the same manner as Socid
Security benefits. In the case of nonresident individuals who are not U.S. citizens, 85 percent of
Socia Security benefits are includible in gross income and subject to the 30-percent withholding
tax (sec. 871(a)(3)). Thetaxation of Socia Security benefits may also be specified in income tax
treaties between the United States and other countries.
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Revenues from thefirst tier tax on Social Security benefits are dedicated to the Social
Security Trust Fund. Revenues from the second tier tax are dedicated to the Hospital Insurance
Trust Fund.

Social security taxes

As part of the Federal Insurance Contributions Act, atax isimposed on employees and
employers up to a maximum amount of employee wages. Thetax is composed of two parts, old-
age survivor, and disability insurance, commonly referred to as Social Security, and Medicare
hospital insurance. The Social Security tax rate is 6.2 percent on both the employer and the
employee (for atotal rate of 12.4 percent).**® The Social Security tax rate applies to wages up to
the Social Security wage base cap, which is $80,400 for 2001. “Wages’ generally includes all
remuneration for employment, but there are specific exemptions. The wage base cap is adjusted
annually for changes in average wages. Revenues from the Socia Security tax are credited to
the Social Security Trust Fund.

Under the Self-Employment Contributions Act, atax isimposed on an individua’s net
earnings from self employment. The Social Security portion of the self-employment tax rateis
equal to the combined tax rates for employers and employees (i.e., 12.4 percent) and is capped at
the same level (i.e., $80,400 of net earnings from self employment for 2001)."* A self-
employed individual may deduct one half of hisor her self-employment taxes.

Sour ces of Complexity

The Nationa Taxpayer Advocate has reported that “[o]ne of the most complex
computations that is required on the Form 1040 is the computation of the taxable portion of
Social Security benefits.”** The explanation of the taxation of Social Security benefits spans
almost four full pagesin IRS Publication 17, Y our Federal Income Tax. An 18-line worksheet is
included with the instructions for Form 1040 to assist taxpayers in cal culating the taxable portion
of their Socia Security benefits. The lengthy worksheet is needed because of the many factors
and steps that are relevant in determining the taxable portion of Social Security benefits.

In response to requests for information from the Joint Committee staff in connection with
this study, the GAO reported that mistakes in the calculation of taxable Socia Security benefits
was one of the 10 most common taxpayer errors on IRS Form 1040 for 1999. The IRS has also
reported that errors in calculating the amount of taxable Social Security benefits was one of the

8 The Medicare hospital insurance tax rate is 1.45 percent on both the employer and the
employee (for atotal tax rate of 2.9 percent). Thereisno limit on the amount of wages subject to
the Medicare hospital insurance tax. Revenues from the Medicare hospital insurance tax are
credited to the Hospital Insurance Trust Fund.

% Similarly, the Medicare hospital insurance portion of the self-employment tax rate is
2.9 percent, and is applied to all net earnings from self-employment.

% National Taxpayer Advocate, FY 1999 Annual Report to Congress, at 39.
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10 most frequently made math errorsin 1998. Such errors accounted for 3.6 percent of the total
meath errors determined by the IRS for 1998.%

The formulafor determining the amount of includible Social Security benefits may aso
cause transactional complexity for taxpayers; the difficulty of the computations and the need to
determine adjusted gross income may make it difficult for taxpayers to estimate in advance the
amount of taxable benefits.

Recommendation for Simplification

The Joint Committee staff recommendsthat the amount of Social Security
benefitsincludible in grossincome should be a fixed per centage of benefits
for all taxpayers. The Joint Committee staff further recommendsthat the
per centage of includible benefits should be such that the amount of benefits
excludable from income approximates individuals portion of Social Security
taxes.

The proposa would provide both computationa and transactional simplification for
Social Security recipients.*® Under the proposal, the multiple-page | RS explanation of taxation
of Social Security benefits and the related worksheet could be eliminated. In place of the
complicated calculations required under present law, arecipient of Social Security benefits
would need to perform only one calculation (multiplying the amount of benefits by the
applicable percentage) to determine the amount of benefitsincludible in grossincome. The
amplified method would also make it easier for taxpayers to estimate their tax liability in
advance.

The proposal is consistent with the policies underlying the present-law two-tier system
for taxing Socia Security benefits. This system isa product of two separate pieces of
legidlation--the Social Security Amendments Act of 1983 (“SSAA 1983"), which imposed taxes

6 Internal Revenue Service, Annual Report from the Commissioner of the Internal
Revenue Service on Tax Law Complexity (June 5, 2000), at 47.

Y7 In the case of self-employed individuals, the individual’ s portion refers to one half of
the Social Security portion of self-employment taxes. The proposal would also apply to the
taxation of tier | Railroad Retirement benefits. 1n the case of nonresident individuals who are not
U.S. citizens, the amount of Social Security benefits includible in gross income and subject to
withholding tax would be equal to the percentage of benefits includible in income generaly
under the proposal. The proposa would not be intended to override the treatment of Social
Security benefits provided in existing income tax treaties to which the United Statesis a party.
As under present law, appropriate transfers to the Social Security Trust Funds or the Hospital
Insurance Trust Fund could be adopted under the proposal to the extent considered appropriate.

%8 A similar proposal has been made by the National Taxpayer Advocate. National
Taxpayer Advocate, FY 1999 Annual Report to Congress, at 39-40; National Taxpayer
Advocate, FY 2000 Annual Report to Congress, at 89.
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on Socia Security benefits for the first time (the first-tier tax),** and the Omnibus Budget
Reconciliation Act of 1993 (“OBRA 1993"), which imposed the second-tier taxation of Social
Security benefits.

The legidative history to SSAA 1983 provides three reasons for taxing a portion of
Socia Security benefits: (1) the policy of excluding all Social Security benefits from gross
income was inappropriate; (2) Social Security benefits are in benefits received under other
retirement systems that are subject to taxation to the extent they exceed aworker’ s after-tax
contributions and taxing Social Security benefits will improve equity in the tax systent and (3)
taxing Social Security benefits would improve the solvency of the Social Security trust funds.™
According to the legidative history, the maximum amount of Social Security benefitsincludible
in gross income was limited to 50 percent in recognition of the fact that such benefits are
partially financed by after-tax contributions. The provision was also designed to ensure that only
those taxpayers who have substantial taxable income from other sources would be taxed on a
portion of Social Security benefits.™"

The legidative history to OBRA 1993 provides two reasons for the increase in the
amount of Socia Security benefitsincludiblein grossincome: (1) to provide greater conformity
of the tax treatment of Social Security benefits to the tax treatment of private pensions; and (2) to
enhance the horizontal and vertica equity of the individual income tax system by treating all
incomein a more similar manner.™

Consistent with a stated objective of both the first- and second-tier Social Security taxes,
the recommendation would more closely conform the tax treatment of Social Security benefits
with the tax treatment of private pensions. The treatment would not be precisely conformed
because the proposa recommends a fixed percentage that would approximate individuals
portion of Social Security taxes, whereas the amount of excludable private pension benefitsis
equa to the exact amount of the employee' s after-tax contributions.

However, providing a uniform percentage for taxing Social Security benefits would
achieve greater simplification than if following the private pension rules were followed exactly,
which would require each recipient of Social Security benefits to determine (1) the amount of

S Prior to 1984, Social Security benefits were excluded from adjusted gross income.
This exclusion was based upon a series of administrative rulings issued by the Internal Revenue
Servicein 1938 and 1941. I.T. 3194 1938-1 C.B. 114 (lump-sum payments made under the
Social Security Act are not includiblein grossincome); 1.T. 3229, 1938-2 C.B. 136 (lump-sum
payments made under the Social Security Act to a deceased employee' s estate are not includible
in grossincome); and |.T. 3447, 1941-1 C.B. 191 (“sundry” insurance benefits paid to recipients
under the Social Security Act are not includible in grossincome). See also, Rev. Rul. 70-217,
1970-1 C.B. 12 (updating and restating |.R. 3447).

0 H. Rep. 98-25 (1983), Part |, at 24; S. Rep. 98-23 (1983), at 25.
Bl H. Rep. 98-25 (1983), Part |, at 24; S. Rep. 98-23 (1983), at 26.
52 H. Rep. 103-111 (May 25, 1993), at 654; S. Rep. 103-37 (June, 1993), at 120.
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Socia Security or self-employment taxes paid by or on behalf of the individual and (2) perform
the calculations necessary to determine the amount of each Social Security payment attributable
to such taxes. Thus, conforming the tax treatment of Social Security benefits to the pension rules
would impose additional complexity. In addition, new rules might need to be developed in some
cases because the Social Security benefit structure provides for payments that are not comparable
to those provided under private pension plans. Applying afixed percentage for al benefit
recipients would avoid such computational difficulties.™

Another stated objective of both the first- and second-tier tax on Social Security benefits
isto achieve greater equity in the tax system by taxing al incomein amore similar manner. The
proposal aso is consistent with this objective. The present-law structure favors lower-income
individuals who receive Social Security benefits over lower-income individuals who receive
income from other sources. The changes made by OBRA 1993 reduced this inequity compared
with prior law, and the proposal would further reduce this inequity.

The elimination of the present-law income thresholds would result in more taxpayers
including in income a portion of their Social Security benefits. To the extent the present-law
income thresholds are intended to provide relief for lower-income taxpayers, the Joint
Committee staff believes this objective can be accomplished in a ssimpler manner through the rate
structure.™

Adopting afixed percentage of includible benefits may overtax some Social Security
recipients and undertax othersrelative to actual taxes paid. It may be appropriate to change the
percentage over time as worker demographics change.™

181 the private pension system were followed precisaly, it might be possible to impose
some of the computational burdens on the Social Security Administration, which could then be
responsible for providing the information to the individual. Although such an approach would
not avoid the complications associated with basing taxation on an individua’ s actua
contributions, it would shift some of the burden to the Federal government. The Socia Security
Administration has aready begun to provide workers information regarding payroll taxes
credited to the individual.

™ For further discussion of thisissue, see Section I1.C. of this Part, above.

% See e.g., Robert J. Meyers, |'s the 85-Percent Facts or for Taxing Social Security
Benefits Perpetually Correct? 58 Tax Notes 1545 (1993).
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E. Tax Treatment of Individual Capital Gainsand L osses
1. Adopt a uniform percentage deduction for capital gainsin lieu of multipletax rates
Present L aw

In general, gain or loss reflected in the value of an asset is not recognized for income tax
purposes until ataxpayer disposes of the asset. On the sale or exchange of a capital asset, any
gain generally isincluded in income.™ Any net capital gain of an individual istaxed at
maximum rates lower than the rates applicable to ordinary income. Net capital gain isthe excess
of the net long-term capital gain for the taxable year over the net short-term capital loss for the
year.™ Gain or lossis treated as long-term if the asset is held for more than one year.™

Capital losses generally are deductible in full against capital gains. In addition,
individual taxpayers may deduct capital losses against up to $3,000 of ordinary income in each
year.™ Any remaining unused capital losses of individuals may be carried forward indefinitely
to another taxable year.'®

A capital asset generally means any property except (1) inventory, stock in trade, or
property held primarily for sale to customersin the ordinary course of the taxpayer's trade or
business, (2) depreciable or real property used in the taxpayer's trade or business, (3) specified
literary or artistic property, (4) business accounts or notes receivable, (5) certain U.S.
publications, (6) certain commodity derivative financial instruments, (7) hedging transactions,
and (8) business supplies.’®* In addition, the net gain from the disposition of certain property
used in the taxpayer's trade or business is treated as long-term capital gain.’® Gain from the
disposition of depreciable personal property is not treated as capital gain to the extent of all
previous depreciation allowances.™ Gain from the disposition of depreciable real property is
generally not treated as capital gain to the extent of the depreciation allowances in excess of the
allowances that would have been available under the straight-line method of depreciation.™™

1% Sec. 61(a)(3).
BT Sec, 1222(11).
18 Sec. 1222(1)-(4).
9 Sec. 1211(b).

10 sec. 1212(b).

101 Sec. 1221.

192 Sec. 1231.

198 Sec. 1245.

164 sec, 1250.
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The maximum rate of tax on the adjusted net capital gain of an individual is 20
percent.'® In addition, any adjusted net capital gain that otherwise would be taxed at a 15-
percent rate is taxed at a 10-percent rate. These rates apply for purposes of both the regular tax
and the dternative minimum tax.

The " adjusted net capital gain” of an individual isthe net capital gain reduced (but not
below zero) by the sum of the 28-percent rate gain and the unrecaptured section 1250 gain. The
net capital gain isreduced by the amount of gain that the individual treats as investment income
for purposes of determining the investment interest limitation under section 163(d).

The term “ 28-percent rate gain” means the amount of net gain attributable to long-term
capital gains and losses from the sale or exchange of collectibles (as defined in section 408(m)
without regard to paragraph (3) thereof)*®, an amount of gain equal to the amount of gain
excluded from grossincome under section 1202 (relating to certain small business stock),’’ the
net short-term capital loss for the taxable year, and any long-term capital loss carryover to the
taxable year.

“Unrecaptured section 1250 gain” means any long-term capital gain from the sale or
exchange of section 1250 property (i.e., depreciable real estate) held more than one year to the
extent of the gain that would have been treated as ordinary income if section 1250 applied to al
depreciation, reduced by the net loss (if any) attributable to the items taken into account in
computing 28-percent rate gain. The amount of unrecaptured section 1250 gain (before the
reduction for the net loss) attributable to the disposition of property to which section 1231
applies shall not exceed the net section 1231 gain for the year.

The unrecaptured section 1250 gain is taxed at a maximum rate of 25 percent, and the 28-
percent rate gain is taxed at a maximum rate of 28 percent. Any amount of unrecaptured section
1250 gain or 28-percent rate gain otherwise taxed at a 15-percent rate is taxed at the 15-percent
rate.

Any gain from the sale or exchange of property held more than five years that would
otherwise be taxed at the 10-percent rate is taxed at an 8-percent rate. Any gain from the sale or
exchange of property held more than five years and the holding period for which begins after
December 31, 2000, that would otherwise be taxed at a 20-percent rate is taxed at an 18-percent
rate. A taxpayer holding a capital asset or property used in the trade or business on January 1,
2001, may elect to treat the asset as having been sold on that date for an amount equal to itsfair
market value, and having been reacquired for an amount equa to such value.

1% Sec. 1(h).

1% For this purpose, “collectible’” means any work of art, any rug or antique, any metal
or gem, any stamp or coin, any acoholic beverage, or any other tangible property specified by
the Secretary of the Treasury.

87 Thisresultsin amaximum effective regular tax rate on qualified gain from small
business stock of 14 percent.
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Present law also provides for a 50-percent exclusion for certain stock in small businesses
(60 percent if the small businessis located in an enterprise zone);*® and a 100-percent exclusion
for certain stock and other property relating to the District of Columbia Enterprise Zone' and
(with respect to acquisitions after 2001) relating to Renewal Communities.*™ These exclusions
apply to property held more than five years.

Table 10., below, shows a breakdown of individual capital gain rates under present law
for each individual margina rate bracket and alternative minimum tax rate bracket.

Table 10.--Tax Rates Applicable Under Present Law to Capital Gains

Minimum Tax

Regular Tax Rate Bracket Rate Bracket
Category of gain 15% | 28% | 31% | 36% | 39.6% | 26% 28%
Short-term capital gain' 15 28 31 36 39.6 26 28
Long-term capital gain’ 10 20 20 20 20 Same as regular
tax
Section 1250 gain® 15 25 25 25 25 25 25
Collectible gain 15 28 28 28 28 26 28

Small business stock” 7.5 14 14 14 14 18.46" | 19.88°
Small business stock
for empowerment zone 6 11.2 11.2 11.2 11.2 | 14.768 | 15.904
business®

5-year gain if acquired 8 20 20 20 20 Same as regular
before 2001 tax
5-year gain if acquired 8 18 18 18 18 Same as regular
after 2000 tax
D.C. Enterprise Zone 0 0 0 0 0 0 0
stock and Renewal
Community stock®
1 Gain from assets held not more than one year.
2 Gain from assets held more than one year not included in another category.
3 Capital gain attributable to depreciation on section 1250 property (i.e., depreciable real estate).
* Effective rates after application of 50-percent exclusion for small business stock held more than five years.
z Effective rates after application of 50-percent exclusion for small business stock held more than five years.

D.C Enterprise Zone stock issued after December 31, 1997, and before January 1, 2004, and Renewal Community
stock issued after December 31, 2001, and before January 1, 2010. Thestock must be held for morethanfiveyears.

168 sec. 1202.
189 sec, 1400B.

10 sec. 1400F.
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L egidative Background

Reduced tax rate for capital gains

Noncorporate capital gains were taxable at reduced rates from 1921 through 1987. The
Revenue Act of 1921 (“1921 Act”) provided for amaximum 12.5 percent tax on gain on
property held for profit or investment for more than two years (excluding inventory or property
held for personal use). Because of the relatively low tax rates on ordinary income during the
1920's and 1930's, this provision benefited only higher bracket taxpayers.

The system of capital gainstaxation in effect prior to the Tax Reform Act of 1986 (1986
Act”) dated largely from the Revenue Act of 1942 ("1942 Act"). The 1942 Act provided for a
50-percent exclusion for noncorporate capital gains or 1osses on property held for more than six
months. The 1942 Act also included alternative maximum rates on capital gains taxes for
noncorporate and corporate taxpayers. The basic structure of the 1942 Act was retained under
the Internal Revenue Code of 1954.

The Revenue Act of 1978 increased the exclusion for noncorporate long-term capital
gains from 50 to 60 percent and repealed the aternative maximum rate. Together with
concurrent changes in the noncorporate minimum tax, this had the effect of reducing the highest
effective rate on noncorporate capital gains from approximately 49 percent' to 28 percent. The
reduction in the maximum individual rate from 70 to 50 percent under the Economic Recovery
Tax Act of 1981 reduced the maximum effective capital gains rate from 28 percent to 20 percent.

The 1986 Act repealed the provisions granting reduced rates for capital gains, fully
effective beginning in 1988. The 1986 Act provided that the maximum rate on capital gains(i.e.,
28 percent) would not be increased in the event the top individual rate was increased by a
subsequent public law (unless that law specifically increased the capital gainstax). The Revenue
Reconciliation Act of 1990 raised the maximum individua rate to 31 percent, and the Revenue
Reconciliation Act of 1993 raised the top tax rate to 39.6 percent. Neither Act raised the
maximum individual capital gainsrate.

The current individual capital gainstax rate structure, described above, was enacted by
the Taxpayer Relief Act of 1997 (1997 Act”) and was modified by the Interna Revenue
Restructuring and Reform Act of 1998 (*IRS Reform Act”).

The capital gain exclusion for small business stock was adopted in the Revenue
Reconciliation Act of 1993, and the increased exclusion for enterprise zone business was adopted
in the Community Renewal Tax Relief Act of 2000. The exclusion for D.C. Zone assets was
adopted in the 1997 Act and the exclusion for Renewa Community assets was adopted in the
Community Renewal Tax Relief Act of 2000.

1 The 49-percent rate resulted in certain cases where the taxpayer was subject to the
individual "add-on" minimum and the maximum tax "earned income" limitation.
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Holding period

Under the 1921 Act, the alternative maximum rate for capital gains applied to property
held for more than two years. Since that time, Congress has, on severa occasions, adjusted the
holding period required for reduced capital gains taxation.

The Revenue Act of 1934 (1934 Act”) provided for exclusion of varying percentages of
capital gains and losses depending upon the period for which an asset was held. Under that Act,
20 percent of capital gains was excludible if an asset was held for one to two years, 40 percent if
an asset was held for two to five years, and 60 percent if the asset was held for between five and
10 years. Where an asset had been held for more than 10 years, 70 percent of capital gainswas
excluded.

The Revenue Act of 1938 (“1938 Act”) provided for two classes of long-term capital
gains. For assets held for 18 months to two years, a 33-percent exclusion was alowed. If assets
were held for more than two years, a 50-percent exclusion was provided. No exclusion was
allowed for assets held for 18 months or less. The 1938 Act also provided aternative ceiling
rates applicable to the same holding periods as the capital gains exclusions.

The 1942 Act eliminated the intermediate holding period for capital gains purposes. The
1942 Act provided for two categories of capital assets: assets held for more than six months
(long-term capital assets), for which a 50-percent exclusion was allowed; and assets held for six
months or |less (short-term capital assets), for which no exclusion was provided. The aternative
tax rates on individual and corporate net capital gains (i.e., the excess of net long-term capital
gains over short-term capital losses) were based upon the same six-month holding period.

A six-month holding period for long-term capital gains treatment remained in effect from
1942 through 1976. The Tax Reform Act of 1976 increased the holding period to nine months
for 1977 and to one year for 1978 and all subsequent years. The Deficit Reduction Act of 1984
reduced the holding period to six months for property acquired after June 22, 1984 and before
1988. After 1988, the holding period has been one year. The 1997 Act provided for 5-year
holding period beginning in the years 2001 and 2006, depending on the rate bracket of the
individual taxpayer. The 1997 Act also provided a higher rate for assets held less than 18
months. That provision was repealed by the IRS Reform Act.

Treatment of gain and loss on depreciable assets and land used in trade or business

Depreciable property used in atrade or business was excluded from the definition of a
capital asset by the 1938 Act, principally because of the limitation on deductibility of losses
imposed by the 1934 Act. This step was motivated in part by the desire to remove possible tax
deterrents to the replacement of antiquated or obsolete assets such as equipment, where
depreciation would be fully deductible against ordinary income if the asset was retained, but |o ss
would be subject to the capital loss limitations if the asset was sold.

The availability of capital gain treatment for gains from sales of depreciable assets stems
from the implementation of excess profits taxes during World War 11. Many depreciable assets,
including manufacturing plants and transportation equipment, had appreciated substantially in
value when they became subject to condemnation or requisition for military use. Congress
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determined that it was unfair to tax the entire appreciation at the high rates applicable to wartime
profits. Accordingly, in the 1942 Act, gains from wartime involuntary conversions were taxed as
capital gains. The provision was extended to voluntary dispositions of assets because it was not
practical to distinguish condemnations and involuntary dispositions from sales forced upon
taxpayers by the implicit threat of condemnation or wartime shortages and restrictions.

The 1938 Act did not exclude land used in atrade or business from the capital asset
definition. Because basis would have to be allocated between land and other property for
purposes of depreciation in any event, the differing treatment of land used in atrade or business
and depreciable property used in atrade or business was not viewed as creating serious
alocation difficulties.

However, in the 1942 Act, Congress excluded land used in atrade or business from the
definition of a capital asset and extended to such property the same specia capital gain/ordinary
loss treatment afforded to depreciable trade or business property.

The Revenue Act of 1962 required that depreciation on section 1245 property (generaly,
personal property) be recaptured as ordinary income on the disposition of the property. The
Revenue Act of 1964 required that a portion of the accelerated depreciation on section 1250
property (generaly, real property) be recaptured as ordinary income. Subsequent amendments
have required that the entire amount of accelerated depreciation on section 1250 property be
recaptured as ordinary income. However, any depreciation taken to the extent allowable under
the straight-line method generally is not recaptured as ordinary income, but rather creates capital
gan.

Sour ces of Complexity

Table 10., above, showsthat 17 different rates of tax may apply to capital gain income.
These different rates increase the complexity of the capital gain provisions for individual
taxpayers. Individuals with net capital gain compute their tax liability by completing a 36-line
tax computation on Schedule D of Form 1040 (or, if all the capital gain consists of capital gain
distributions, a 15-line capital gain worksheet).'"? For taxable years beginning after 2000,
additional lineswill be needed to take into account five-year gains.

172 schedule D follows this Section 11.E.
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Recommendation for Simplification

The Joint Committee staff recommends that the current rate system for
capital gains should be replaced with a deduction equal to a fixed per centage
of the net capital gain. The deduction would be available to individuals
whether itemized deductions or the standard deduction is claimed.

The proposal would replace the current 36-line tax computation with a smple one-line
deduction equal to afixed percentage of the net capital gain.” Thiswould greatly reduce
computational complexity. The recommendation would not change the exclusions for small
business stock, D. C. Enterprise Zone stock, or Renewal Community stock.*™

% The deduction would be limited to the fixed percentage of the individual’s taxable
income determined without regard to this deduction.

1 Thus, the recommendation would reinstate a deduction similar to the capital gain
deduction in effect prior the 1986 Act.
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. . OMB No. 1545-0074
SCHEDULE D Capital Gains and Losses
(Form 1040) _ 2000
> Attach to Form 1040. » See Instructions for Schedule D (Form 1040).
Department of the Treasury . . . Attachment
Internal Revenue Service ~ (99) » Use Schedule D-1 for more space to list transactions for lines 1 and 8. Sequence No. 12

Name(s) shown on Form 1040 Your social security number

Short-Term Capital Gains and Losses—Assets Held One Year or Less

(a) Description of property (b) Date (c) Date sold (d) Sales price (€) Cost or (f) Gain or (loss)
(Example: 100 sh. XYZ Co.) (Mgfq;;fdyr.) (Mo., day, yr.) (see page D-6) (sgéhggggséfs) Subtract (e) from (d)
1 X X
2 Enter your short-term totals, if any, from
Schedule D-1,line2 . . . . . . . . . |2
3 Total short-term sales price amounts.
Add column (d) of linesland2 . . . . 3
4 Short-term gain from Form 6252 and short-term gain or (Ioss) from Forms 4684,
6781, and 8824 . . . . 4
5 Net short-term gain or (loss) from partnershlps S corporatlons estates, and trusts
from Schedule(s) K-1 . . . . S
6 Short-term capital loss carryover. Enter the amount, |f any, from Ilne 8 of your :
1999 Capital Loss Carryover Worksheet . . . . . . . . . . . . . . 6 | : )
7 Net short-term capital gain or (loss). Combine column (f) of lines 1 through 6 » 7

Long-Term Capital Gains and Losses—Assets Held More Than One Year

(a) Description of property 6(12) Ei?g?i (c) Date sold (d) Sales price t()ingrolf;sci); (f) Gain or (loss) |©@ 28%(Ir0astse)gain or
(Example: 100 sh. XYZ Co.) (Mo.,qday, yr) (Mo., day, yr.) (see page D-6) (see page D-6) Subtract (e) from (d) (see instr. below)*
8 . X ;
9 Enter your long-term totals, if any, from
Schedule D-1,line9. . . . . . . . . 9 : :
10 Total long-term sales price amounts.
Add column (d) of lines8and9 . . . . . 10 :
11 Gain from Form 4797, Part |; long-term gain from Forms 2439 and 6252; and '
long-term gain or (loss) from Forms 4684, 6781, and 8824 . . . . . . . . 11
12 Net long-term gain or (loss) from partnerships, S corporations, estates, and trusts
from Schedule(s) K-1. . . . . . . . . . . . . . . . . ... 12
13 Capital gain distributions. See page D-1 . . . . e 13
14 Long-term capital loss carryover. Enter in both columns (f) and (g) the amount, if : :
any, from line 13 of your 1999 Capital Loss Carryover Worksheet . . . . . . 14 |( il I )
15 Combine column (g) of lines 8 through 14. . . . . . . . . . . . . . 15
16 Net long-term capital gain or (loss). Combine column (f) of lines 8 through 14 » 16
Next: Go to Part lll on the back.

*28% rate gain or loss includes all “collectibles gains and losses” (as defined on page D-6) and up to 50% of the eligible gain
on qualified small business stock (see page D-4).

For Paperwork Reduction Act Notice, see Form 1040 instructions. Cat. No. 11338H Schedule D (Form 1040) 2000




Schedule D (Form 1040) 2000

Page 2

Summary of Parts | and Il
17 Combine lines 7 and 16. If a loss, go to line 18. If a gain, enter the gain on Form 1040, line 13 17
Next: Complete Form 1040 through line 39. Then, go to Part IV to figure your tax if:
® Both lines 16 and 17 are gains and
® Form 1040, line 39, is more than zero.
Otherwise, stop here.
18 If line 17 is a loss, enter here and as a (loss) on Form 1040, line 13, the smaller of these losses:
® The loss on line 17 or
® ($3,000) or, if married filing separately, ($1,500) . 18 |( )
Next: Skip Part IV below. Instead, complete Form 1040 through I|ne 37 Then complete the
Capital Loss Carryover Worksheet on page D-6 if:
® The loss on line 17 exceeds the loss on line 18 or
® Form 1040, line 37, is a loss.
Tax Computation Using Maximum Capital Gains Rates
Enter your taxable income from Form 1040, line 39 .o 19
20 Enter the smaller of line 16 or line 17 of ScheduleD . . . 20
21 If you are filing Form 4952, enter the amount from Form 4952, I|ne 4e 21
22 Subtract line 21 from line 20. If zero or less, enter -0- . . . . . 22
23 Combine lines 7 and 15. If zero or less, enter -0- . . . . . . . 23
24  Enter the smaller of line 15 or line 23, but not less than zero . . . 24
25 Enter your unrecaptured section 1250 gain, if any, from line 17 of the
worksheet onpageD-8 . . . . . . . . . . . . . . . |25
26 Addlines24and25. . . . I )
27 Subtract line 26 from line 22. If zero or Iess enter 0— 27
28 Subtract line 27 from line 19. If zero or less, enter -0- 28
29 Enter the smaller of:
® The amount on line 19 or
® $26,250 if single; $43,850 if married filing jointly or qualifying widow(er); } 29
$21,925 if married filing separately; or $35,150 if head of household
30 Enter the smaller of line 28 orline 29 . . . . e 30
31 Subtract line 22 from line 19. If zero or less, enter 0— e 31
32 Enter the larger of line 30 or line 31 . . . . A -
33  Figure the tax on the amount on line 32. Use the Tax Table or Tax Rate Schedules, whichever applies | 33
Note. If the amounts on lines 29 and 30 are the same, skip lines 34 through 37 and go to line 38.
34 Enter the amount from line29 . . . . . . . . . . . . . 34
35 Enter the amount fromline30 . . . . . . . . . . . . . 35
36 Subtract line 35 fromline34 . . . . . . . . . . . . .» |36
37 Multiply line 36 by 10% (.10) . 37
Note. If the amounts on lines 19 and 29 are the same, sklp I|nes 38 through 51 and go to I|ne 52
38 Enter the smaller of line 19 orline27. . . . . . . . . . . 38
39 Enter the amount fromline36 . . . . . . . . . . . . . 39
40 Subtract line 39 fromline38 . . . . . . . . . . . . .» [40
41 Multiply line 40 by 20% (.20) . . 41
Note. If line 26 is zero or blank, skip I|nes 42 through 51 and go to I|ne 52.
42  Enter the smaller of ine22 orline25. . . . . . . . . . . |42
43 Addlines22and32. . . . . . . . |43
44  Enter the amount from line 19 . . . . [ 44
45  Subtract line 44 from line 43. If zero or less, enter -0- . . . . . |45
46 Subtract line 45 from line 42. If zero or less, enter-0- . . . . » 46
47  Multiply line 46 by 25% (.25) . . a7
Note. If line 24 is zero or blank, skip Ilnes 48 through 51 and go to I|ne 52.
48 Enter the amount fromline19 . . . . . . . . . . . . . 48
49 Addlines 32,36,40,and46 . . . . . . . . . . . . . . |49
50 Subtract line 49 fromline48 . . . . . . . . . . . . . . 50
51  Multiply line 50 by 28% (.28) . 51
52 Add lines 33, 37, 41, 47, and 51. 52
53 Figure the tax on the amount on line 19. Use the Tax Table or Tax Rate Schedules whlchever applles 53
54 Tax on all taxable income (including capltal gains). Enter the smaller of line 52 or line 53 here
and on Form 1040, line 40. ... C .. 54

®
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2. Conform definition of “small business’ for capital gain and loss provisons
Present L aw

Gains on certain small business stock

Under section 1202 an individual may claim a 50-percent exclusion for gain from the sale
of stock in certain small business corporations that was acquired at original issuance and was
held for more than five years. For this purpose aqualified “small business’ is a corporation that
at the time of the issuance of the stock had aggregate gross assets of not more than $50 million.

In addition, to constitute qualified stock, the corporation must be engaged in the active conduct
of aqualified trade or business. Stock in certain businesses does not qualify for the exclusion:
professiona services; financial services; athletics, banking; insurance; investing; financing;
leasing; farming; mineral extraction; hotels; and restaurants. An exception to the active trade or
business requirement is provided for certain “specialized small business investment
companies.” '™ Forty-two percent of the excluded gain is aminimum tax preference.!® The
amount of gain eigible for the 50-percent exclusion is limited to the greater of (1) 10 times the
taxpayer's basis in the stock or (2) $10 million gain from stock in that corporation (sec. 1202).

L osses on small business stock

An individual may treat as an ordinary loss up to $50,000 ($100,000 in the case of ajoint
return) on the loss from the disposition of small business corporation stock originally issued to
the individual (or to a partnership having the individual as a partner).*”” For this purpose, a
“small business’ corporation is a corporation engaged in the active conduct of atrade or business
whose equity capital does not exceed $1,000,000. In addition, during any of the five years
preceding the loss, the business may have less than 50 percent of gross receipts from sources
such as interest, dividends, rents, and royalties.

L osses on small business investment company stock

A loss on stock in any small business investment company™” is treated as an ordinary
loss, regardless of the size of the small business investment company (sec. 1242).

1 A “specialized small business investment company” is a corporation licensed to
operate under section 301(d) of the Small Business Investment Act of 1958 as in effect on May
13, 1993.

1 The Joint Committee staff recommends eliminating the aternative minimum tax. See
Section I.A. of this Part.

17 Sec. 1244, which was added to the Codein 1958. At that time, ordinary loss was
permitted for $25,000 ($50,000 for joint returns). This amount was increased to $50,000
($100,000 for joint returns) in 1978.

1% A “small business investment company” is a corporation operating under the Small
Business Investment Act of 1958.
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Sour ces of Complexity

The different definitions of small business for the special gain and loss rules can create
taxpayer confusion and uncertainty as to whether an investment qualifies for the special rules.

Recommendation for Simplification

The Joint Committee staff recommendsthat, for purposes of ordinary loss
treatment under sections 1242 and 1244, the definition of “small business’
should be conformed to the definition of “small business’ under section 1202,
regar dless of the date of issuance of the stock.

The proposal would reduce complexity by providing the same definition of small
business for purposes of the special rulesfor ordinary loss with respect to certain investmentsin
small businesses. Thiswould have the effect of expanding the $50,000 ($100,000 for joint
returns) loss offset against ordinary income to the disposition of al stock that qualifies as small
business stock under section 1202. The proposal would eliminate the special rule for small
business investment companies (under section 1242), which would be covered by the proposed
expansion of section 1244,
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F. Two-Percent Floor On Miscdlaneous |temized Deductions
Present L aw

L egidative background of the two-per cent floor

In 1982, miscellaneous itemized deductions were disallowed for purposes of the
individua aternative minimum tax.

A one-percent floor on miscellaneous itemized deductions was first advanced by the
Treasury Department in 1984.1"° The floor was also contained in President Reagan’ s tax reform
proposalsin 1985." President Reagan’s proposal would have applied to employee business
expenses (other than those reimbursed by an employer), miscellaneous itemized deductions, and
State and local taxes (other than income taxes) incurred in carrying on an income-producing
activity. Under the President’ s proposal, these deductions would have been allowed against
gross income (i.e., above-the-line deductions), subject to a one-percent floor. The proposal was
justified on the following basis. “disallowance of a deduction for anormal level of employee
business expenses and miscellaneous itemized deductions would ssimplify recordkeeping, reduce
taxpayer errors and ease administrative burdens for the Internal Revenue Service while still
providing fair treatment for taxpayers who incur an unusually high level of such expenses.”**
Furthermore, the President’s proposal noted that, in 1982, 50 percent of al taxpayers who
itemized deductions claimed miscellaneous itemized deductions of |ess than one-half of one
percent of their AGI and 93 percent of taxpayers claimed miscellaneous itemized deductions of
lessthan 5 percent of AGI.

The Tax Reform Act of 1986 (the “1986 Act”) added the two-percent floor on
miscellaneous itemized deductions for regular tax purposes. Unlike the President’ s proposal, the
floor applied only to miscellaneous itemized deductions, rather than to all miscellaneous
deductions, whether itemized or above the line. The legidative history for the 1986 Act stated
that the Congress concluded that the prior-law treatment of employee business expenses,
investment expenses, and other miscellaneous itemized deductions had fostered significant
complexity because taxpayers were required to keep extensive records for what were commonly
small expenditures.™ The legidative history also pointed out that the small amounts typically
involved in the two-percent floor presented significant administrative problems for the IRS and
that these problems were exacerbated because taxpayers commonly made errors of law with
respect to the expenses that were deductible. The legidative history stated that the two-percent

1™ Tax Reform for Fairness, Smplicity, and Economic Growth, Volume 2, Generdl
Explanation of the Treasury Department Proposals (November 1984).

8 The President’s Tax Proposals to the Congress for Fairness, Growth, and Smplicity
(May 1985).

181 The President’s Tax Proposals to the Congress for Fairness, Growth, and Smplicity
(May 1985), 105.

182 H. Rep. 99-426 (December 7, 1985), at 109.
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floor would relieve taxpayers of the burden of recordkeeping unless they expected to incur
expenses in excess of the floor.

The legidative history for the 1986 Act aso concluded that the two-percent floor was
appropriate because some miscellaneous expenses were sufficiently personal in nature that they
might be incurred apart from any business or investment activities of ataxpayer.

| temized deductions

Under present law, an individual taxpayer may claim a standard deduction, the amount of
which depends upon the taxpayer’ sfiling status. The standard deduction is subtracted from
adjusted grossincome. In lieu of claiming the applicable standard deduction, an individual who
has significant deductible expenses may elect to itemize deductions. The deductions that may be
itemized include: charitable contributions; home mortgage interest; State and local income, real
property, and certain personal property taxes, medical expenses (in excess of 7.5 percent of
adjusted gross income); certain investment interest expenses, honbusiness casualty and theft
losses; gambling losses; and certain miscellaneous expenses.

Above-the-line deductions

In addition to either the standard deduction or itemized deductions, certain expenses of
individual taxpayers are deductible in determining adjusted grossincome (i.e., they are
deductible as “above-the-line” expenses). These expenses include (1) the expenses attributable
to atrade or business carried on by the taxpayer, other than atrade or business that consists of
performing services as an employee; (2) reimbursed employee business expenses; (3) employee
business expenses of performing artists meeting certain requirements; (4) certain expenses of
State and local employees compensated on afee basis; (5) losses from the sale or exchange of
property; (6) deductions attributable to rents and royalties; (7) certain deductions of life tenants
and income beneficiaries of property; (8) contributions to pension, profit-sharing, and annuity
plans of self-employed individuals; (9) contributions to traditional Individua Retirement
Arrangements; (10) penalties forfeited because of premature withdrawal of funds from time
savings accounts or deposits; (11) alimony payments; (12) reforestation expenses; (13) certain
required repayments of supplemental unemployment compensation benefits; (14) jury duty pay
remitted to an employer; (15) deduction for clean-fuel vehicles and certain refueling property;
(16) moving expenses; (17) contributions to Archer Medical Savings Accounts; and (18) interest
on education loans.

Individuals (such as self-employed individuals) engaged in atrade or business (other than
the trade or business of being an employee) are entitled to an above-the-line deduction for their
ordinary and necessary business expenses.

Two-per cent floor

In general

An individua may claim an itemized deduction for certain miscellaneous expenses only
to the extent of such expenses in excess of two percent of the taxpayer’ s adjusted gross
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income.®® Miscellaneous expenses subject to the two-percent floor include certain
unreimbursed employee business expenses'™ and expenses for the production or collection of
income, for the management, conservation, or maintenance of property held for the production of
income, and in connection with the determination, collection, or refund or any tax'®.

To be deductible, an unreimbursed employee business expense must be: (1) paid or
incurred during the taxable year; (2) for carrying on the trade or business of being an employeg;
and (3) an ordinary and necessary business expense. Thus, unreimbursed employee business
expenses are those expenses that would be deductible above the line if the employee were
engaged in atrade or business (other than the trade or business of being an employee).
Generally, the two-percent floor applies to unreimbursed employee business expenses after any
other deduction limit (such as the 50-percent limit on expenses for business-related meals and
entertainment). Unreimbursed employee expenses include such expenses as certain business and
professional dues, uniform costs, home office deductions, business bad debts of an employee,
employment related education expenses, licenses and regulatory fees, mal practice insurance
premiums, medical examinations required by an employer, occupational taxes, publications and
subscriptions, job search, employment and outplacement agency fees, and union dues and
expenses.

The two-percent floor does not apply to the following itemized deductions: (1) otherwise
deductible interest (sec. 163); (2) State and local income, real property, and certain personal
property taxes (sec. 164); (3) casualty and theft losses (sec. 165(a)); (4) gambling losses to the
extent of gambling winnings (sec. 165(d)); (5) charitable contributions (sec. 170); (6) medical
expenses (sec. 213); (7) impairment-related work expenses of adisabled individual (sec. 67(d));
(8) the estate tax on income in respect to a decedent (sec. 691(c)); (9) any deduction allowablein
connection with personal property used in a short sale; (10) certain adjustments occurring when a
taxpayer restores amounts held under a claim of right (sec. 1341); (11) amortizable bond
premium (sec. 171); (12) certain terminated annuity payments (sec. 72(b)(3)); and (13)
deductions in connection with cooperative housing corporations (sec. 216)."* The two-percent
floor does not apply to deductions allowable to estates or trusts under sections 642(c), 651, and
661.

I ssues relating to the application of the two-percent floor have led to litigation in two
areas. attorneys feesand expenses for investment advice for trusts and estates.

Attorneys fees

Individuals may seek to recover damages for avariety of injuries. Damages (other than
punitive damages) for physical injuries are generally excluded from income and expenses

183 gec. 67.
18 sec. 162.
18 gec, 212.

18 Sec. 67(b).
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relating to the excluded income are not deductible™®’; other damages are generally included in

income and related expenses to recover the damages are generally deductible.

In many of these disputes, the claimant will engage an attorney to represent the claimant
on acontingent fee basis: that is, if the claimant recovers damages, a prearranged percentage of
the damages will be paid to the attorney; if no damages are recovered, the attorney is not paid a
fee. In some of these disputes, the attorney is paid instead on an hourly or flat-fee basis.

There has been a significant amount of litigation in recent years over the proper tax
treatment of these arrangements. Some courts™ have held that the entire amount of damagesis
income and the claimant is entitled to a miscellaneous itemized deduction subject to both the
two-percent floor as an expense for the production of income for the portion paid to the
attorney™ and to the overall limitation on itemized deductions that applies above specified
income levels.™ In addition, because such amounts are not deductible for purposes of the
alternative minimum tax, some taxpayers may be subject to tax at very high effective rates on
their recoveries. Other courts have held that the portion of the recovery that is paid directly to
the attorney is not income to the claimant, holding that the claimant has no claim of right to that

portion of the recovery.'™

Expenses for investment advice

For individuals, investment advice fees generally may be taken as a miscellaneous
itemized deduction, subject to the two-percent floor. Such expenses are not allowablein
calculating adjusted gross income for individuals.

Estates and trusts calculate their adjusted gross income in the same manner as
individuals, however the following deductions are allowable in calculating adjusted gross income
and are not subject to the two-percent floor: (1) the deductions for costs which are paid or
incurred in connection with the administration of the estate or trust and which would not have

187 Secs. 104(a) and 265(a)(1).

18 Kenseth v. Commissioner, 114 T.C. 399 (2000); Coady v. Commissioner, 213 F.3d
1187 (9™ Cir. 2000); Baylin v. United States, 43 F.3d 1451 (Fed. Cir. 1995); Benci-Woodward v.
Commissioner, 219 F.3d 941 (9™ Cir. 2000).

1 gec. 67.
190 gec, 68.

1L Cotnam v. Commissioner, 263 F.2" 119 (5™ Cir. 1959); Foster v. United States, 106
F. Supp. 2" 1234 (N.D. Ala. 2000); Estate of Arthur Clarksv. United Sates, 202 F.3d 854 (6™
Cir. 2000); Srivastava v. Commissioner, 220 F.3d 353 (5™ Cir. 2000). In some of these cases,
such as Cotnam, State law has been an important consideration in determining that the claimant
has no claim of right to the recovery.
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been incurred if the property were not held in such trust or estate, and (2) the personal
exemptions of section 642(b) and distribution deductions of sections 651 and 661.%

A trustee is charged with exercising prudence and due care in carrying out his or her
duties. ™ These duties include using reasonable care and skill to preserve the trust property, ™
while ensuring that the property is productive.® Indeed, the duty to preserve trust property can
conflict with the duty to make trust property productive. For instance, the duty to preserve trust
property requires investing with little risk, in order to preserve trust assets. Making assets
productive, however, requires investing with some degree of risk, to ensure a reasonable
return.® Indeed, many states have enacted a“prudent investor” rule, which places the trustee
under a duty to invest and manage funds as a prudent investor would.™’

Often, atrusteeis not skilled in financial and investment matters, and may find it
necessary to obtain expert assistance in fulfilling these duties. For example, a trustee may find it
necessary to seek outside financial and investment advice. Thus, atrust may incur feesrelated to
such advice.

The proper tax treatment of fees paid by atrust to investment advisorsis unclear under
present law. It can be argued that such expenses would not have been incurred if the property
were not held in atrust or estate, and, thus, are allowable in calculating adjusted gross income.
Conversdly, it also can be asserted that such expenses are routine and would have been incurred
regardless of whether the property were held intrust (i.e., if held by an individual) and, therefore,
are subject to the two-percent floor.

In O’ Neill v. Commissioner,™® the U.S. Tax Court held that investment advisory fees
paid by atrust are miscellaneous itemized deductions subject to the two-percent floor. In
reaching its conclusion, the court ruled that “ only those costs which are unigque to the
administration of an estate or trust are to be deducted from gross income without being subject to
the 2-percent floor on itemized deductions set forth in section 67(a).”*® Having found that
individuals, like trusts, “routinely incur costs for investment advice as an integral part of their

192 Sec. 67(e).

% Restatement (Second) Trusts, sec. 174.
¥ Restatement (Second) Trusts, sec. 176.
% Restatement (Second) Trusts, sec. 181.

19 See William P. Martin, |1, O’ Neill v. Commissioner: Misplaced Trust, 22 N. Ky. L.
Rev. 841 (1995) at 843-844.

97 Restatement (Third) Trusts, sec. 227 cmt. a.
1% 98 T.C. 227 (1992).

% |d. at 230 (emphasisin original).
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investment activities,” the court ruled that fees paid by atrust for investment advice are not
unique to the administration of atrust. Thus, such costs would not be costs that are “paid or
incurred in connection with the administration of the estate or trust and which would not have
been incurred if the property were not held in such trust or estate.”?® The taxpayer in O’ Neill
further argued that no trustee fees were paid to the co-trustees during the relevant periods, but if
such fees were paid, they would be allowablein arriving at adjusted grossincome. The court
declined to hypothesize and, instead, ruled strictly on the facts of the case. Consequently, the
deduction for investment fees was held subject to the two-percent floor.

The U.S. Court of Appeals for the Sixth Circuit, however, reversed the Tax Court.” The
court of appeals found that certain expenses, such as trustee fees, costs of construction
proceedings, and judicial accountings are “ examples of expenses peculiar to atrust” and are
therefore allowable in arriving at adjusted grossincome. Moreover, the court of appeals noted
that, had the investment expensesin O’ Neill been paid to a trustee, such costs undoubtedly
would have been peculiar to atrust and, thus, alowable in arriving at adjusted grossincome. As
the touchstone of its ruling, the court of appeals stressed that “[] trustee is charged with the
responsibility to invest and manage trust assets as a ‘ prudent investor’ would manage his own
assets.” “If atrustee lacks experience in investment matters,” the court found, “professional
assistance may be warranted.” Indeed, the court went further to observe that trust fiduciaries,
occupying a position of trust on behalf of others, have an obligation to exercise skill and due care
with respect to trust assets. Thus, the court of appeals held that investment expenses would not
have been incurred if the property had not been held in trust, and were thus allowable in arriving
at adjusted gross income.

The IRS declined to acquiesce to the court of appeal’ s ruling, noting that the Tax Court
held that trust expenses are allowablein arriving at adjusted grossincome only if they “are
unique to the administration of an estate or trust.”*? Finding that “[f]ees for investment advice
such asthose at issue [in O’ Neill,] are routingly incurred by individual investors,” the IRS will
continue to assert, outside the sixth circuit, that investment advice expenses are not peculiar to a
trust and are, therefore, subject to the two-percent floor.*®

In O’ Neill, the court of appeals observed that the trustee in that case was held to the
“prudent investor” standard, which required a degree of care and skill in investing on behalf of
the trust.”

20 1d.; sec. 67(e)(1).
2L O'Neill v. Commissioner, 994 F.2d 302 (6th Cir. 1993).
22 AOD CC-1994-06.

258 Although the IRS disagrees with the decision of the Court of Appeals for the Sixth
Circuit, no petition for certiorari was filed because there is no intercircuit conflict. Id.

2% gee Ohio Rev. Code Ann. secs. 2109.37, 2109.371, and 2109.372 as cited in O’ Neill.
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Sour ces of Complexity

In general

The two-percent floor has (1) placed additional pressure on the distinction between
employee and independent contractor status, because of the differing treatment of miscellaneous
business expenses, (2) resulted in extensive litigation with respect to specific issues, (3) resulted
in inconsistent treatment with respect to similar items of expense (such as donations by teachers
of suppliesto their schools), and (4) created pressure to enact above-the-line deductions that are
not subject to the two-percent floor.

Employee vs. independent contractor

The two-percent floor has placed pressure on the distinction between an employee and an
independent contractor. This pressure occurs because independent contractors can deduct as
ordinary and necessary business expenses items that would be subject to the two-percent floor if
they were paid by an employee. Thus, the two-percent floor creates an incentive for individuals
to take the position that they are independent contractors for Federal tax purposes.

The facts and circumstances test to determine whether an individual is an employeeis
one of the most difficult issues under the Federal tax system. Since 1978, the IRS has been
prohibited from issuing any formal guidance on the definition of an employee for Federa tax
purposes.®® Disputes between the IRS and taxpayers on this issue are often litigated. Thus, any
provision that creates a distinction between the treatment of employees and independent
contractors contributes to complexity of the Federa tax system.

Litigation

Attorneys fees

There has been a significant amount of litigation in recent years over the proper tax
treatment of attorneys fees (i.e., whether attorneys’ fees should be includible in income and
deductible as a miscellaneous itemized deduction or should be excluded from income). The
courts have reached very different results leading to substantial economic differencein the
treatment of claimants. Claimants not allowed to exclude attorneys’ fees from income do not
receive afull deduction for payment of the fees because of the two-percent floor (and the
operation of the individual alternative minimum tax). To avoid such an inequitable result, some
courts have reached results that appear to be inconsistent with the applicable law.

2% This moratorium on the issuance of Treasury regulations and revenue rulings was
contained in section 530 of the Revenue Act of 1978 (Pub. Law No. 95-600). Section 530 was
initially scheduled to terminate at the end of 1979, but was temporarily extended twice and then
permanently extended by the Tax Equity and Fiscal Responsibility Act of 1982 (Pub. Law No.
97-248).
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Expenses for investment advice

The two-percent floor has the effect of increasing complexity with respect to the
treatment of expenses for investment advice paid by atrust. The proper tax treatment of fees
paid by atrust to investment advisorsis unclear under present law. It can be argued that such
expenses would not have been incurred if the property were not held in atrust or estate, and,
thus, should be allowable in calculating adjusted grossincome. Conversely, it can be asserted
that such expenses would have been incurred regardless of whether the property was held in trust
(i.e., if held by an individual) and, thus, are not unique to atrust and are subject to the two-
percent floor. Because thereisasignificant difference in the tax treatment depending upon
whether trust investment advice is deductible as an above-the-line deduction or asa
miscellaneous itemized deduction, the two-percent floor places additional pressure on taxpayers
to argue that these expenses are deductible above the line.

| nconsistent treatment of similar items of expense

The two-percent floor has created additional complexities by treating similar items of
expenses differently. Consider the example of ateacher who purchases and donates suppliesto a
school. If the teacher donates supplies to the school with no expectation that the supplies will be
available to that particular teacher in his or her classroom, then the supplies may constitute a
charitable contribution that is fully deductible (subject to certain percentage of income
limitations) under section 170. Thereis a question whether donated supplies that a teacher uses
in hisor her classroom constitutes a quid pro quo contribution for charitable deduction purposes.

On the other hand, if the teacher purchases supplies for use solely by the teacher in hisor
her classroom, then the cost of the supplies are miscellaneous itemized deductions subject to the
two-percent floor.

Pr essur e to enact above-the-line deductions

As the Congress has become more aware of the inequities created by the two-percent
floor, there has been more pressure to enact above-the-line deductions, rather than itemized
deductions. This pressure occurs, at least in part, because the two-percent floor acts to deny
many taxpayers the benefit of adeduction. Astaxpayers bring to the attention of the Congress
the inequity of disallowing deductions for legitimate expenses, Members of Congress have
introduced legidation to redress these inequities by making expenses deductible above the line,
rather than as miscellaneous itemized deductions. The addition of more above-the-line
deductions increases complexity for individual taxpayers who must determine whether any
particular expense is deductible above the line or as an itemized deduction.

Recommendation for Simplification

The Joint Committee staff recommendsthat the two-per cent floor on
miscellaneous itemized deductions should be eliminated.
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Effects of the two-per cent floor

The two-percent floor under miscellaneous itemized deductions was enacted in the 1986
Act to (1) reduce the complexity for individual taxpayers of extensive recordkeeping with
respect to whet commonly were small expenditures, (2) ease the administrative and enforcement
burdens on the IRS to monitor compliance with the rules relating to miscellaneous itemized
deductions, and (3) reduce the number of errors of law made by taxpayersin claiming
improperly miscellaneous itemized deductions on their tax returns.

It can be argued that the two-percent floor did not reduce overall complexity of the
Federal tax system, but rather shifted complexity to other issues relating to miscellaneous
itemized deductions. The two-percent floor has shifted complexity by (1) creating pressure for
individuals to claim to be independent contractors rather than employees; (2) encouraging
litigation over the proper treatment of attorney’ s fees and leading courts to struggle to reach
results that do not treatment taxpayers inequitably; and (3) increasing pressure to enact above-
the-line deductions or create exceptions to the two-percent floor. 1n short, the Joint Committee
staff believes that the two-percent floor contributes to complexity with respect to the treatment of
miscellaneous itemized deductions and reaches a result that isinconsistent with the basic
principle that individuals should be entitled to deduct their ordinary and necessary business
expenses.

In addition, the two-percent floor adds complexity because it creates a separate category
of deductions requiring taxpayers to make a determination of whether any specific expenseis
subject to the floor. Indeed, asis discussed below, the two-percent floor appears not to have
reduced recordkeeping by taxpayers because of the uncertainty over whether any particular
expense will be deductible or not and whether it will be subject to the two-percent floor or not.

Because it does not appear that the two-percent floor has achieved the intended goal of
simplification for individuals, the Joint Committee staff believesit is appropriate to recommend
that the two-percent floor should be eliminated. The Joint Committee staff believes that the
complexity added by the two-percent floor is adirect result of the operation of the two-percent
floor to deny deductions for legitimate expenses of individual taxpayers. As discussed above, for
example, courts have struggled to reach an equitable result for individual taxpayers faced with
the denia of adeduction for attorney’sfees. The courts have found it unacceptable that the two-
percent floor has the effect of requiring an individual to pay tax on income the individual did not
receive. Indeed, in the case of someindividuals winning alarge award or settlement in alegal
action, the combined effect of the individua alternative minimum tax and the two-percent floor
could result in the Federal tax liability of an individual nearly equaling the individual’s share of
the award or settlement.

The two-percent floor operates to treat similarly situated taxpayers differently. Asa
result, the two-percent floor creates inequities within the Federal tax system and contributes to
perceptions of unfairness by individual taxpayers. Anindividual taxpayer engaged in atrade or
business as a sole proprietor may claim a deduction for expenses that the same individua could
not deduct as an employee. Given that the two-percent floor has the effect of creating
complexity due to this disparity of treatment of similarly situated taxpayers, the Joint Committee
staff finds it appropriate to recommend that the two-percent floor should be eliminated.
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Two-per cent floor as a compliance tool

It has been argued that the two-percent floor under miscellaneous itemized deductions
has accomplished certain of the goals articulated in the 1986 Act legidative history. For
example, the two-percent floor has the effect of eliminating for many taxpayers the deduction for
small items, such as bar association dues, newspaper and journal subscriptions, and other similar
items. By eliminating these deductions, the 1986 Act reduced the administrative burden on the
IRS to try to monitor compliance with small deductions. Indeed, the 1986 Act legidative history
suggested that a reason for the two-percent floor was that taxpayers were improperly claiming
certain expenses as miscellaneous itemized deductions. Thus, the two-percent floor can be
viewed as a compliance tool for the IRS.

The Joint Committee staff considered whether the two-percent floor should be lowered to
one percent or one-half of one percent. However, the arguments made with respect to small
miscellaneous deductions of individuals who are employees applies equally to the small
miscellaneous deductions of individual taxpayers with trade or businessincome. Thereisno
reason to believe that an individual who is an employee is more likely to claim improper
deductions than an individual with trade or businessincome. Thus, the Joint Committee staff
believes that, although alower floor under miscellaneous itemized deductions would take some
of the pressure off of issues such as attorneys’ fees, such alowering of the floor would still
perpetuate the disparity of treatment between employees and individuals with trade or business
income. This disparity would perpetuate confusion about deductibility of business expenses and
the perception of unfairness caused by the inequitable treatment of employees compared to
individuals with trade or business expenses.

Recor dkeeping burdens

The 1986 Act legidative history also stated that the two-percent floor would relieve
taxpayers of the burdens of recordkeeping with respect to small miscellaneous expenses.
However, taxpayers who are uncertain whether their miscellaneous deductions will exceed the
two-percent floor still must keep records in case they may be entitled to claim a portion of their
deductions. In addition, some taxpayer representatives advise individua taxpayers to continue to
keep records of their miscellaneous expenses even if they do not expect to have expensesin
excess of the two-percent floor. Thus, it would appear that this goal of the 1986 Act provision
has not been realized.

Attorneys fees

The staff of the Joint Committee on Taxation believes that two elements in present law
work together to create the perceived inequities giving rise to litigation with respect to whether
the portion of a damage award attributable to attorneys fees paid by the taxpayer are income to
the taxpayer. The most significant of these elements of present law is the effect of the alternative
minimum tax. In a separate section of this report, the staff of the Joint Committee on Taxation
has recommended elimination of the individual aternative minimum tax.

The second, less significant element of present law giving rise to this litigation is the two-
percent floor. Removing the two-percent floor limitation from the deduction for attorney’ s fees
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that are directly connected to the production of income would eliminate the need for continued
litigation over thisissue. Although other approaches to resolving thisissue are possible, such as
an exclusion from income for amounts assigned to the attorney, some commentators believe that
this alternate approach could open the door for unintended consequences, such as with respect to
atorneys feesin connection with a capital expenditure.”® The Joint Committee staff believes
that the deduction approach is the superior approach to address this issue.

The Joint Committee staff considered an alternative recommendation to (1) retain the
two-percent floor and (2) identify specific expenses, such as attorneys fees and trust investment
advice expenses, which would not be subject to the two-percent floor. However, the Joint
Committee staff concluded that such a recommendation would not necessarily reduce
complexity. Indeed, the Joint Committee staff concluded that addressing the specific problems
with respect to attorneys’ fees could result in greater complexity than present law. 1n addition,
the Joint Committee staff felt that while the magnitude of the problem with respect to attorneys
feesthat has generated the attention of commentators to thisissue, the effect of the two-percent
floor is no different with respect to al other miscellaneous itemized deductions.

Standard deduction

The Joint Committee staff notes that the standard deduction was increased in the 1986
Act to promote ssmplicity by reducing the number of taxpayers who itemize their deductions.
Some would argue that the increases in the standard deduction mitigated some of the separate
simplification benefit of the two-percent floor by increasing the number of individuals who claim
the standard deduction in lieu of itemizing their deductions. Thus, some of the individuals for
whom the two-percent floor could arguably have promoted simplification by eliminating the
deduction for small miscellaneous itemized deductions were not affected by this smplification
because they became nortitemizers due to the increase in the standard deduction.

It could also be argued that, in lieu of denying deductions for legitimate business
expenses of individuals (such as unreimbursed employee business expenses subject to the two-
percent floor), further increases in the standard deduction would achieve smplification in amore
equitable manner. Seethediscussionin Il.A., above, concerning structural issues relating to the
individual income tax for amore complete discussion of thisissue.

2% See Gejer, “Some Meandering Thoughts on Plaintiffs and their Attorneys Fees and
Costs,” Tax Notes, July 24, 2000, p. 549. Professor Geier points out “...an appropriate victory in
one case could mean inappropriate victories in cases like Baylin, where ‘exclusion’ of attorneys
fees could result in effective deduction of an otherwise nondeductible capital expenditure.”
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G. Provisons Relating to Education
1. Overview of tax provisonsrelating to education

There are numerous provisions in the Code that allow taxpayers to reduce the cost of
post-secondary education. Table 16, which follows at the end of this Section I1.G., provides a
summary of such provisions. In addition to the provisions noted in the table, there are special
rules governing the tax treatment of qualified scholarships and fellowships, the forgiveness of
certain student loans, and withdrawals from IRAs for educational expenses.”’

The education incentives in the Code are structured in several different ways. Some
provisions are structured as savings incentives (e.g., education IRAs and qualified state tuition
programs), some are designed to reduce the cost of post-secondary education at the time
educational expenses are incurred (e.g., the HOPE and Lifetime Learning credits), some provide
exclusions from income for amounts used to pay for educational expenses (e.g., interest on
education savings bonds), and some reduce the cost of borrowing money to pay for educational
expenses (e.g., the student loan interest deduction). Although the existence of avariety of tax
incentives for education may mean that more taxpayers are able to take advantage of one or more
education incentives, understanding the tax benefits provided by the different provisions, the
various eligibility requirements, the interaction between different incentives and provisions
within each incentives, and as well as the recordkeeping and reporting requirements, may be time
consuming and confusing for taxpayers who are interested in reducing their current educational
expenses or saving for future expenses.

2. Definition of qualified higher education expenses
Present L aw
Overview

Present law includes a variety of provisions that provide favorable tax treatment with
respect to qualified higher education expenses, the definition of which varies from provision to
provision.

Qualified state tuition programs

Present law provides tax-exempt status to "qualified State tuition programs,” meaning
certain prograns established and maintained by a State (or agency or instrumentality thereof)
under which persons may (1) purchase tuition credits or certificates on behalf of a designated
beneficiary that entitle the beneficiary to awaiver or payment of qualified higher education
expenses of the beneficiary, or (2) make contributions to an account that is established for the

27 For further explanation of the present-law tax provisions relating to education, see
Joint Committee on Taxation, Overview of Present Law and Economic Analysis Relating to Tax
and Savings Incentives for Education (JCX-1-01), February 12, 2001.
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purpose of meeting qualified higher education expenses of the designated beneficiary of the
account (a“savings account plan”).

Contributions to a qualified State tuition program are not deductible. Earnings on such
contributions generally are not includible in income until distributed. A qualified State tuition
program is required to impose more than a de minimis penalty on the refund of earnings that are
not (1) used to pay qualified higher education expenses; (2) made on account of the death or
disability of the beneficiary; or (3) made on account of a scholarship received by the beneficiary.

The term "qualified higher education expenses' means expenses for tuition, fees, books,
supplies, and equipment required for the enrollment or attendance of a designated beneficiary at
an eligible educational institution,?® regardless of whether the beneficiary is enrolled on afull-
time, half-time or less than half-time basis. 1n addition, qualified higher education expenses
include certain room and board expenses for any period during which the student is at least a
half-time student.

Education |IRAS

Section 530 provides tax-exempt status to education individual retirement accounts
(“education IRAS’), meaning certain trusts (or custodial accounts) that are created or organized
in the United States exclusively for the purpose of paying the qualified higher education
expenses of anamed beneficiary.”® Contributions to education IRAs may be made only in cash
and are not deductible. Annual contributions to education IRAs may not exceed $500 per
designated beneficiary (except in cases involving certain tax-free rollovers, as described below),
and may not be made after the designated beneficiary reaches age 18.2° Moreover, an excise tax
isimposed if a contribution is made by any person to an education IRA established on behalf of a
beneficiary during any taxable year in which any contributions are made by anyone to a qualified
State tuition program (defined under sec. 529) on behalf of the same beneficiary.

The $500 annual contribution limit for education IRAs is phased out ratably for
contributors with modified adjusted gross income between $95,000 and $110,000 (between
$150,000 and $160,000 for joint returns). Individuas with modified adjusted gross income
above the phase-out range are not allowed to make contributions to an education IRA established
on behalf of any individual.

Amounts distributed from an education IRA are excludable from gross income to the
extent that the amounts distributed do not exceed qualified higher education expenses of the
designated beneficiary incurred during the year the distribution is made (provided that a HOPE

28 «Fligible educational ingtitution” is defined the same for purposes of education IRAS
and qualified State tuition programs.

2% Education IRAs generally are not subject to Federal income tax, but are subject to the
unrelated business income tax imposed by section 511.

29 An excise tax may be imposed under present law to the extent that contributions
above the $500 annual limit are made to an education IRA.
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credit or Lifetime Learning credit is not claimed with respect to the beneficiary for the same
taxable year). To the extent that a distribution exceeds qualified higher education expenses of
the designated beneficiary, an additional 10-percent tax isimposed on the earnings portion of
such excess distribution, unless such distribution is made on account of the death or disability of,
or scholarship received by, the designated beneficiary.

The term “qualified higher education expenses’ is defined the same as under the
provisions relating to qualified State tuition programs. In addition, qualified higher education
expenses include amounts paid or incurred to purchase tuition credits (or to make contributions
to an account) under a qualified State tuition program for the benefit of the beneficiary of the
education IRA.

Savings bonds

Interest earned on qualified U.S. Series EE and Series | savings bonds issued after 1989
are excludable from grossincome if the proceeds of the bond upon redemption do not exceed
qualified higher education expenses paid by the taxpayer during the taxable year. ' For 2001,
the exclusion is phased out for married taxpayers filing joint returns with modified adjusted gross
income between $83,650 and $113,650 for other taxpayers with modified adjusted gross income
between $55,750 and $70,750.%? These phaseout ranges are adjusted for inflation annually. To
prevent taxpayers from effectively avoiding the income phaseout limitation through issuance of
bonds directly in the child’ s name, the interest exclusion is available only with respect to U.S.
Series EE savings bonds issued to taxpayers who are at least 24 years old.

“Qualified higher education expenses’ are defined as tuition and fees required for the
enrollment or attendance of the taxpayer, the taxpayer’s spouse or any dependent of the taxpayer
with respect to whom the taxpayer is entitled to a dependency exemption at an eligible education
ingtitution. Qualified higher education expenses do not include expenses with respect to any
course or other education involving sports, games, or hobbies other than as part of a degree
program. Qualified higher education expenses do not include any room and board expenses.
Contributions to education IRAs and qualified State tuition programs made with the proceeds of
savings bonds are qualified higher education expenses. “Eligible education institution” is
defined the same as under qualified State tuition programs.

2L 1 the aggregate redemption amount (i.e., principal plusinterest of all Series EE or
Series | bonds redeemed by the taxpayer during the taxable year) exceeds the qualified higher
education expenses incurred, then the excludable portion of the interest income is based on the
ratio that the education expenses bears to the aggregate redemption amount.

22 The exclusion is not available to married taxpayers filing separate returns.
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HOPE and L ifetime L ear ning cr edits

As described more fully below, present law includes two different tax credits, the HOPE
credit and the Lifetime Learning credit, each with separate restrictions and requirements, with
respect to “qualified tuition and related expenses.” For purposes of these credits, the term
“qualified tuition and related expenses’ is defined the same as the term “qualified higher
education expenses’ for purposes of the exclusion for interest on education savings bonds,
except that qualified tuition and related expenses do not include student activity fees, athletic
fees, insurance expenses, or other expenses unrelated to an individual’ s academic course of
instruction.

Withdrawals from |RAs

Subject to certain exceptions, a 10-percent additional income tax isimposed on taxable
distributions from atraditional or Roth IRA prior to age 59-1/2.%* One of the exceptions to this
tax isfor distributions for the “qualified higher education expenses’ of the taxpayer, the
taxpayer’ s spouse, or a child or grandchild of the taxpayer or the taxpayer’s spouse. “Quadlified
higher education expenses’ are defined as under the rules relating to qualified State tuition
programs.

Sour ces of Complexity

As discussed more fully below, the numerous provisions relating to education create
transactional complexity for taxpayers by making it difficult to determine which tax benefit is
best for them. A specific factor contributing to this complexity (other than the number of
different provisions) isthe lack of a consistent definition of qualified higher education expenses.

Under present law, the definitions for qualified higher education expenses provide
varying treatment with respect to the following:

room and board expenses,

expenses for books, supplies, and equipment,

expenses relating to sports and hobbies,

nonacademic fees, and

the class of persons (e.g., certain relatives) whose expenses may be taken into
account.

The differences between the definitions require taxpayers to keep track of certain
expenses separately, thereby increasing recordkeeping burdens. In addition, the multiple
definitions increase the likelihood of inadvertent errors by taxpayers. These errors may result in
taxpayers claiming benefits for which they are not entitled or not claiming benefits for which
they are entitled. The definitions may also increase taxpayer frustration with the Federal tax

23 For adescription of the present-law rules relating to IRAs, see Section 11.B. of this
Part, below.
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laws, particularly because the reasons for seemingly minor differencesin the tax treatment of
various expenses are unclear.

Recommendation for Simplification

The Joint Committee staff recommendsthat a uniform definition of
qualifying higher education expenses should be adopted. The uniform
definition would include expensesfor tuition, books, fees, supplies, and
equipment required for enrollment or attendance. It would not include
expenses with respect to any courseor other education relating to sports,
games or hobbies other than as part of a degree program.

The Joint Committee staff recommendation generally follows the definition of qualified
higher education expenses for purposes of the rules relating to qualified State tuition programs
and education IRAs. Also, the Joint Committee recommendation would retain the current
treatment of room and board expenses as they currently exist for the separate education tax
incentives.

A uniform definition of education expenses would ssmplify reporting and recordkeeping
with respect to educational expenses, particularly those that take advantage of more than one of
the tax benefits for education provided in the Code, would simplify the calculation of the tax
benefits for education, and make it easier for taxpayers and educationa institutions to comply
with thelaw. The principal simplification would stem from having a uniform definition of
qualified education expenses, rather than from the particular definition recommended here.
Although the Joint Committee staff recommendation does not alter the treatment of room and
board expenses, uniform treatment of room and board expenses would further ssimply the
definition. However, such a change would involve policy issues beyond the scope of this study.
Allowing room and board expenses as qualified expenses for al education tax incentives would
significantly expand the scope of the education tax incentives that do not currently cover such
expenses. Similarly, excluding room and board expenses from the education tax incentives that
allow such expenses would significantly reduce the benefits provided by those provisions.

3. Combine HOPE and Lifetime L ear ning credits
Present L aw
HOPE credit

Individual taxpayers are alowed to claim a nonrefundable credit, the “HOPE” credit,
against Federal income taxes up to $1,500 per student per year for qualified tuition and related
expenses paid for the first two years of the student's post-secondary education in a degree or
certificate program. The HOPE credit rate is 100 percent on the first $1,000 of qualified tuition
and related expenses, and 50 percent on the next $1,000 of qualified tuition and related expenses.
The qualified tuition and related expenses must be incurred on behalf of the taxpayer, the
taxpayer's spouse, or a dependent of the taxpayer. The HOPE credit is available with respect to
an individual student for two taxable years, provided that the student has not completed the first
two years of post-secondary education before the beginning of the second taxable year. The
HOPE credit amount that a taxpayer may otherwise claim is phased out ratably for taxpayers
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with modified adjusted gross income between $40,000 and $50,000 ($80,000 and $100,000 for
joint returns). For taxable years beginning after 2001, the $1,500 maximum HOPE credit
amount and the adjusted gross income phase-out range will be indexed for inflation.

The HOPE credit is available in the taxable year the expenses are paid, subject to the
requirement that the education is furnished to the student during that year or during the first three
months of the next year. Qualified tuition and related expenses paid with the proceeds of aloan
generally are eligible for the HOPE credit. The repayment of aloan itself is not aqualified
tuition or related expense.

A taxpayer may claim the HOPE credit with respect to an eligible student who is not the
taxpayer or the taxpayer's spouse only if the taxpayer claims the student as a dependent for the
taxable year for which the credit isclaimed. If astudent is claimed as a dependent, the student is
not entitled to claim aHOPE credit for that taxable year on the student's own tax return. If a
parent (or other taxpayer) claims a student as a dependent, any qualified tuition and related
expenses paid by the student are treated as paid by the parent (or other taxpayer) for purposes of
determining the amount of qualified tuition and related expenses paid by such parent (or other
taxpayer) under the provision. In addition, for each taxable year, ataxpayer may elect either the
HOPE credit or the “Lifetime Learning” credit (described below) with respect to an eligible
student.

The HOPE credit isavailable for “qualified tuition and related expenses,” which include
tuition and fees required to be paid to an eligible educational institution as a condition of
enrollment or attendance of an eligible student at the institution. Charges and fees associated
with meals, lodging, insurance, transportation, and similar personal, living or family expenses
are not eligible for the credit. The expenses of education involving sports, games, or hobbies are
not qualified tuition and related expenses unless this education is part of the student's degree

program.

Qualified tuition and related expenses generally include only out-of-pocket expenses.
Qualified tuition and related expenses do not include expenses covered by employer-provided
educational assistance and scholarships that are not required to be included in the gross income
of either the student or the taxpayer claiming the credit. Thus, total qualified tuition and related
expenses are reduced by any scholarship or fellowship grants excludable from gross income
under section 117 and any other tax-free educational benefits received by the student (or the
taxpayer claiming the credit) during the taxable year. The HOPE credit is not alowed with
respect to any education expense for which a deduction is claimed under section 162 or any other
section of the Code.

An eligible student for purposes of the HOPE credit isan individual who isenrolled in a
degree, certificate, or other program (including a program of study abroad approved for credit by
the ingtitution at which such student is enrolled) leading to arecognized educational credentia at
an eligible educational institution. The student must pursue a course of study on at least a half-
timebasis. A student is considered to pursue a course of study on at least a half-time basisif the
student carries at |east one-half the normal full-time work load for the course of study the student
ispursuing for at least one academic period that begins during the taxable year. To be digible
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for the HOPE credit, a student must not have been convicted of a Federal or State felony
consisting of the possession or distribution of a controlled substance.

Eligible educational institutions generally are accredited post-secondary educational
institutions offering credit toward a bachel or's degree, an associate's degree, or another
recognized post-secondary credential. Certain proprietary institutions and post-secondary
vocational institutions also are eligible educational institutions. In order to qualify as an eligible
educational institution, an ingtitution must be eligible to participate in Department of Education
student aid programs.

Lifetime L ear ning cr edit

Individua taxpayers are alowed to claim a nonrefundable credit, the “Lifetime Learning”
credit, against Federal income taxes equal to 20 percent of qualified tuition and related expenses
incurred during the taxable year on behalf of the taxpayer, the taxpayer's spouse, or any
dependents. For expenses paid after June 30, 1998, and prior to January 1, 2003, up to $5,000 of
qualified tuition and related expenses per taxpayer return are eligible for the Lifetime Learning
credit (i.e., the maximum credit per taxpayer return is $1,000). For expenses paid after
December 31, 2002, up to $10,000 of qualified tuition and related expenses per taxpayer return
will be eligible for the Lifetime Learning credit (i.e., the maximum credit per taxpayer return will
be $2,000).

In contrast to the HOPE credit, ataxpayer may claim the Lifetime Learning credit for an
unlimited number of taxable years. Also in contrast to the HOPE credit, the maximum amount
of the Lifetime Learning credit that may be claimed on ataxpayer's return will not vary based on
the number of studentsin the taxpayer's family -- that is, the HOPE credit is computed on a per-
student basis, while the Lifetime Learning credit is computed on afamily-wide basis. The
Lifetime Learning credit amount that a taxpayer may otherwise claim is phased out ratably for
taxpayers with modified adjusted gross income between $40,000 and $50,000 ($80,000 and
$100,000 for joint returns).

The Lifetime Learning credit is available in the taxable year the expenses are paid,
subject to the requirement that the education is furnished to the student during that year or during
the first three months of the next year. Qualified tuition and related expenses paid with the
proceeds of aloan generally are eligible for the Lifetime Learning credit (rather than repayment
of the loan itself).

Aswith the HOPE credit, ataxpayer may claim the Lifetime Learning credit with respect
to a student who is a dependent not the taxpayer or the taxpayer's spouse only if the taxpayer
clams the student as a dependent for the taxable year for which the credit isclaimed. If a
student is claimed as a dependent by the parent or other taxpayer, the student may not claim the
Lifetime Learning credit for that taxable year on the student's own tax return. If a parent (or
other taxpayer) claims a student as a dependent, any qualified tuition and related expenses paid
by the student are treated as paid by the parent (or other taxpayer) for purposes of the provision.

A taxpayer may claim the Lifetime Learning credit for a taxable year with respect to one
or more students, even though the taxpayer also claims a HOPE credit for that same taxable year
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with respect to other students. If, for ataxable year, ataxpayer claims a HOPE credit with
respect to a student, then the Lifetime Learning credit is not be available with respect to that
same student for that year (although the Lifetime Learning credit may be available with respect
to that same student for other taxable years).

The Lifetime Learning credit is available for “qualified tuition and related expenses,”
which include tuition and fees required to be paid to an eligible educational institution as a
condition of enrollment or attendance of a student at the institution. Charges and fees associated
with meals, lodging, insurance, transportation, and similar personal, living or family expenses
are not eligible for the credit. The expenses of education involving sports, games, or hobbies are
not qualified tuition expenses unless this education is part of the student's degree program.

In contrast to the HOPE credit, qualified tuition and related expenses for purposes of the
Lifetime Learning credit include tuition and fees incurred with respect to undergraduate or
graduate-level (and professional degree) courses.?*

As with the HOPE credit, qualified tuition and fees generally include only out-of-pocket
expenses. Qualified tuition and fees do not include expenses covered by educational assistance
that is not required to be included in the gross income of either the student or the taxpayer
claming the credit. Thus, total qualified tuition and fees are reduced by any scholarship or
fellowship grants excludable from gross income under section 117 and any other tax-free
educational benefits received by the student during the taxable year (such as employer-provided
educational assistance excludable under section 127). The Lifetime Learning credit is not
allowed with respect to any education expense for which a deduction is claimed under section
162 or any other section of the Code.

In addition to allowing a credit for the tuition and related expenses of a student who
attends classes on at least a half-time basis as part of a degree or certificate program, the Lifetime
Learning credit also is available with respect to any course of instruction at an eligible
educational institution (whether enrolled in by the student on a full-time, half-time, or less than
half-time basis) to acquire or improve job skills of the student.?® Undergraduate and graduate
students are eligible for the Lifetime Learning credit. Moreover, in contrast to the HOPE credit,
the eligibility of a student for the Lifetime Learning credit does not depend on whether or not the
student has been convicted of a Federal or State felony consisting of the possession or
distribution of a controlled substance.

Sour ces of Complexity

Because the HOPE and Lifetime Learning credits have differing credit percentages
applied to different base amounts of qualifying expenses, families eligible for both credits must
complete separate calculations to calculate their total education credits. Additionally, beginning

24 The HOPE credit is available only with respect to the first two years of a student's
post-secondary, i.e., undergraduate education.

25 Eligible higher educationa institutions are defined in the same manner for purposes
of both the HOPE and Lifetime Learning credits.
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in 2003, when the maximum qualifying expenses for the Lifetime Learning credit isincreased to
$10,000, certain families with a child eligible for the HOPE credit will need to calculate
separately the value of the Lifetime Learning credit to seeif it exceeds that of the value of the
HOPE credit. (Currently, a student eligible for the HOPE credit will aways receive alarger
credit by claiming the HOPE rather than the Lifetime Learning credit.) The complexity involved
in maximizing available creditsis compounded for families with more than one student in
college at the same time.

The complexities associated with multiple credits make it difficult for taxpayersto take
into account the value of the credits in budgeting for college expenses.

The income-related phaseouts of the credits create both computational and transactional
complexity for taxpayers.

Recommendation for Simplification

The Joint Committee staff recommendsthat the HOPE credit and Lifetime
L earning credits should be combined into a single credit. The single credit
would: (1) utilize the present-law credit rate of the Lifetime L ear ning credit;
(2) apply on a per-student basis; and (3) apply to digible students as defined
under the Lifetime Learning credit. %

The HOPE and Lifetime Learning credits illustrate complexity in the Code that is caused
by overlapping provisions with similar purposes but differing requirements. Although the credits
offset post-secondary education expenses and thereby make education more affordable, the
complexity of having two similar but separate credits, each with its own separate rules for similar
types of expenses, undermines the objectives of the credits.

The proposal would eliminate the complexity of duplicative provisions by combining the
two creditsinto asingle credit. The specific aspects of the proposed single credit (i.e., the credit
rate, application of the credit on a per-student basis, and definition of eligible student) blend
aspects of the two present-law credits, and take into account a variety of factors, including
simplification, fairness, and the pattern of typical education expenses. The Joint Committee staff
recognizes that, depending on policy choices, a credit could be designed differently (e.g., a
different credit rate) without unnecessarily compromising the goal of simplification.

4. Interaction among provisons
Present L aw

Severa of the tax provisions for education have restrictions based upon the taxpayer’s
use of other education provisions. An excise tax isimposed on contributions to an education

215 The Joint Committee staff has recommended separately that the income-rel ated
phaseouts of various tax benefits, including those applicable to the HOPE and Lifetime Learning
credits, be repealed. The objectives sought to be achieved by the phaseouts can be achieved in a
simpler manner through the rate structure. See Section 11.C. of this Part, above.
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IRA if, in the same year, a contribution is made on behalf of the beneficiary of the education IRA
to aqualified State tuition plan.?” If amounts distributed from an education IRA are excludable
from gross income because they are used to pay the qualified higher education expenses of the
beneficiary of the education IRA, then neither the HOPE nor the Lifetime Learning credit may

be claimed for the same year with respect to the same individual. The individual may elect not
to claim the exclusion, in which case a HOPE or Lifetime learning credit may be claimed.

Sour ces of Complexity

The interactions among various education provisions create transactional complexity for
taxpayers. Although it is possible for taxpayers to take advantage of many or even al of the
education tax benefits at some point, taxpayers must be careful about which incentives are
selected in any particular year so asto avoid losing eligibility for other incentives.

The interactions may lead to inadvertent errors because more than one taxpayer may be
involved. For example, an excisetax istriggered if a grandparent contributes to a State tuition
plan on behalf of a grandchild whose father makes a contribution to an education IRA. In some
cases, taxpayers may not be aware that others have taken action that resultsin denial of or
penalty for using a benefit.

Recommendation for Simplification

The Joint Committee staff recommendsthat restrictions on the use of
education tax incentives based on the use of other education tax should be
eliminated and replaced with a limitation that the same expenses could not
qualify under more than one provision.

This recommendation would allow taxpayers to fund an education IRA in the same year
that a contribution to a State plan is made on their behalf. 1t would also permit taxpayers to
exclude from income withdrawals from an education IRA in the same year that a HOPE or
Lifetime learning credit is claimed, provided the exclusion is not used for the same expenses for
which the HOPE or Lifetime learning credit is claimed.

The proposal would eliminate the transactional complexities associated with the present-
law interactions, thus making it easier for taxpayersto take full advantage of the various
provisions. The proposal would a so eliminate inadvertent errors by taxpayers due to the
provisions that trigger consequences as a result of actions by persons other than the taxpayer.

The proposal not only would provide ssimplification, but it may expand the use of various
tax benefits for education by making it easier for taxpayers to claim the full benefit of the various
tax provisions.

217 The excise tax is equal to 6 percent of the contributions to the education IRA. The
excise tax applies each year in which the excess contribution remains in the education IRA. Sec.
4973(e).
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5. Deduction for student loan interest
Present L aw

Certain individuals may claim an above-the-line deduction for interest paid on qualified
education loans, subject to amaximum annual deduction limit.?® The deduction is allowed only
with respect to interest paid on a qualified education loan during the first 60 months in which
interest payments are required. Required payments of interest generally do not include voluntary
payments, such asinterest payments made during a period of |oan forbearance. Months during
which interest payments are not required because the qualified education loan isin deferral or
forbearance do not count against the 60-month period.

Special rules apply in determining the 60-month period in the case of refinancings or
other modifications of the loan. For example, under proposed Treasury regulations, a qualified
education loan and all refinancings of that loan are treated as asingle loan. The 60-month period
runs from the date interest payments on the loan were first required.** However, if two or more
loans are refinanced and consolidated into a single loan, then the 60-month period runs from the
most recent date on which any of the loans entered repayment status.”® Thus, the 60-month
period may be extended if loans are consolidated.

A gualified education loan generaly is defined as any indebtedness incurred solely to pay
for certain costs of attendance (including room and board) of a student (who may be the
taxpayer, the taxpayer's spouse, or any dependent of the taxpayer as of the time the indebtedness
was incurred) who is enrolled in adegree program on at least a half-time basis at (1) an
accredited post-secondary educational ingtitution defined by reference to section 481 of the
Higher Education Act of 1965, or (2) an intitution conducting an internship or residency
program leading to a degree or certificate from an institution of higher education, a hospital, or a
health care facility conducting postgraduate training.

The maximum alowable annual deduction is $2,500. The deduction is phased out
ratably for single taxpayers with modified adjusted gross income between $40,000 and $55,000
and for married taxpayersfiling joint returns with modified adjusted gross income between
$60,000 and $75,000. The income ranges will be indexed for inflation after 2002.

Sour ces of Complexity

The present-law 60-month rule regarding deductibility of student loan interest presents
complications because of the necessity of determining both the start and the end of the 60-month
period in order to determine if the interest is properly deductible. The determination of the 60-
month period is not straightforward because of special rulesthat extend the period if theloan is,

218 No deduction is allowed to an individual if that individual is claimed as a dependent
on another taxpayer's return for the taxable year.

9 Prop. Treas. Reg. sec. 1.221-1(h).

20 4,
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or was ever, in aperiod of forbearance. Furthermore, special rules regarding loan consolidations
reguire redetermining the 60-month period for the new consolidated loan. The new 60-month
period begins on the most recent date that interest payments were required to begin being made
on any of the underlying loans. Thisrule aso effectively extends the period for which interest is
properly deductible beyond 60 months for the older loans underlying the consolidated |oan,

which some might consider inequitable when unconsolidated loans are held to the 60-month

limit.

Recommendation for Simplification

The Joint Committee staff recommends that the 60-month limit on
deductibility of student loan interest should be eiminated.

The recommendation would make the student loan interest deduction easier for taxpayers
to apply and eliminate the inconsistent treatment of loans. The recommendation would increase
the amount of interest eligible for the deduction.

6. Exclusion for employer-provided educational assistance
Present L aw

Educational expenses paid by an employer for its employees are generally deductible to
the employer.

Employer-paid educational expenses are excludable from the gross income and wages of
an employeeif provided under a section 127 educational assistance plan or if the expenses
qualify as aworking condition fringe benefit under section 132. Section 127 provides an
exclusion of $5,250 annually for employer-provided educational assistance. The exclusion does
not apply with respect to graduate-level courses. The exclusion expires with respect to courses
beginning on or after January 1, 2002.

In order for the exclusion to apply, certain requirements must be satisfied. The
educational assistance must be provided pursuant to a separate written plan of the employer, and
must not discriminate in favor of highly compensated employees. In addition, not more than 5
percent of the amounts paid or incurred by the employer during the year for educational
assistance under a qualified educational assistance plan can be provided for the class of
individuals consisting of more than 5-percent owners of the employer (and their spouses and
dependents).

Educational expenses that do not qualify for the section 127 exclusion may be excludable
from income as aworking condition fringe benefit.”* In general, education qualifiesasa
working condition fringe benefit if the employee could have deducted the education expenses
under section 162 if the employee paid for the education. In general, education expenses are
deductible by an individual under section 162 if the education (1) maintains or improves a skill
required in atrade or business currently engaged in by the taxpayer, or (2) meets the express

2L These rules also apply in the event that section 127 expires and is not reinstated.
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requirements of the taxpayer's employer, applicable law or regulations imposed as a condition of
continued employment. However, education expenses are generally not deductibleif they relate
to certain minimum educational requirements or to education or training that enables a taxpayer
to begin working in a new trade or business.

Sour ces of Complexity

The temporary extensions and periods of lapse of the exclusion for employer-provided
educational assistance creates complexity for employers, employees, and the IRS. Frequently,
the exclusion expires and is subsequently retroactively extended. The uncertain state of the
exclusion makesit difficult for employees to plan for their educational goals. For employers,
retroactive extension of the exclusion causes severe administrative problems. When the
exclusion expires, employers may be required to withhold on employer-provided educational
assistance. Some employerswithhold in such cases, which results in unnecessary administrative
expenses and employee relation problems when the exclusion isreinstated. Some employers do
not withhold, which exposes the employer to liability for failure to withhold. The IRS has
similar problems, e.g., deciding what information to include on forms that may become out of
date if the exclusion extended (after the forms have been printed). Further in the absence of the
127 exclusion, it may be difficult to determine whether employer-provided educational
assistance is excludable from income because of the factual nature of the issues involved.

Recommendation for Simplification

The Joint Committee staff recommends that the exclusion for employer-
provided educational assistance should be made per manent.

The section 127 exclusion was first enacted on atemporary basisin 1978. Since then, it
has been extended numerous times, always on atemporary basis. Asaresult of these extensions,
the exclusion has been in effect for over 20 years.

The section 127 exclusion was first established on atemporary basis by the Revenue Act
of 1978 (through 1983). It subsequently was extended, again on atemporary basis, by Public
Law 98-611 (through 1985), by the Tax Reform Act of 1986 (through 1987), by the Technical
and Miscellaneous Revenue Act of 1988 (through 1988), by the Omnibus Budget Reconciliation
Act of 1989 (through September 30, 1990), by the Omnibus Budget Reconciliation Act of 1990
(through 1991), by the Tax Extension Act of 1991 (through June 30, 1992), by the Omnibus
Budget Reconciliation Act of 1993 (through December 31, 1994), by the Small Business Job
Protection Act of 1996 (through May 31, 1997), by the Taxpayer Relief Act of 1997 (through
May 31, 2000), and by the Tax Relief Extension Act of 1999 (through December 31, 2001).

222 1n the case of an employee, education expenses (if not reimbursed by the employer)
may be claimed as an itemized deduction only if such expenses, along with other miscellaneous
deductions, exceed two percent of the taxpayer's adjusted gross income. The two-percent floor
limitation is disregarded in determining whether an item is excludable as aworking condition
fringe benefit.
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Public Law 98-611 adopted a $5,000 annual limit on the exclusion, effective for taxable
years beginning after December 31, 1983; this limit was subsequently raised to $5,250 in the Tax
Reform Act of 1986. The Technical and Miscellaneous Revenue Act of 1988 made the exclusion
inapplicable to graduate-level courses. The exclusion was reinstated with respect to graduate-
level courses by the Omnibus Budget Reconciliation Act of 1990, effective for taxable years
beginning after December 31, 1990. The exclusion was again made inapplicable to graduate-
level courses by the Small Business Job Protection Act of 1997, effective for courses beginning
after June 30, 1996.

Permanently extending the exclusion for employer-provided educational assistance will
eliminate the problems that arise due to the expiring nature of the exclusion and will provide
certainty for employers, employees, and the IRS. Providing a permanent exclusion will
eliminate withholding and other issues that arise solely because of the (temporary) expiration of
the exclusion. Providing a permanent exclusion will also provide a clear rule for determining
whether employer-provided assistance is excludable. Without the special exclusion, aworker
receiving educational assistance from his or her employer is subject to tax on the assistance,
unless the education is related to the worker's current job. Because the determination of whether
particular educational assistance is job-related is based on the facts and circumstances, it may be
difficult to determine with certainty whether the educational assistance is excludable from
income. This uncertainty may lead to disputes between taxpayers and the IRS.

7. Structural issues

In general, the present law education tax incentives generate complexity as aresult of the
numerous education tax provisions that may impact a given taxpayer. Each of the various
provisions have their own eligibility criteria and definitions of qualified expenses. Because of
this variation in the provisions with respect to definitions of qualified expenses and eligibility
criteria (and interact with one another with regard to eligibility), taxpayers are confronted with a
confusing array of choices with respect to Federal tax incentives for financing education.

With respect to saving for future education expenses, taxpayers are confronted with a
choice of at least three tax-favored vehicles, as described above.”® With respect to qualified
State tuition programs, taxpayers may choose to purchase either tuition credits that entitle the
beneficiary to the waiver or payment of qualified higher education expenses or to invest in
accounts established for the purpose of meeting qualified higher education expenses of the
beneficiary.

Multiple tax-favored savings vehicles present planning complexities for the taxpayer who
seeks to maximize the likely after-tax economic return to savings. Because the savings vehicles
differ with respect to the tax benefit offered and have differing rules on qualified expenses,
contribution limits, income limits, and interactions with other education benefits, such asthe
HOPE credit, much complexity results in choosing the right approach to saving for education. A

2 Additionally, taxpayers may choose other vehicles not specifically designated as
education savings vehiclesto save for education. For example, ataxpayer may choose to invest
in IRAs or deferred annuities to save for education expenses.
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taxpayer seeking tax-favored saving for education may choose to invest in only one vehicle, or
choose to alocate funds among all the vehicles, provided, however, that investmentsin qualified
State tuition programs and education IRAs are not made in the same year on behalf of the same
beneficiary. Furthermore, once a saving plan is adopted, ataxpayer must be careful in how the
savings are spent in order to get the intended tax result. For example, if the education IRA is
used in ayear in which a HOPE credit can be claimed, the value of the education IRA exclusion
islost. Thewell-advised taxpayer would use such funds for educational expenses after the
HOPE credit is no longer available.

The exclusion for U.S. savings bond interest is especially complicated as aresult of
income limitations on the exclusion and the worksheets and forms necessary to determine
income-related limitations on excludable interest. Due to these limitations, a 14-lineformis
required of all who claim the exclusion. Additionally, in order to complete the form, two of the
lines of the form require separate worksheets of 5 and 6 lines respectively. One of the
worksheets requires the adding up of 8 and then 13 lines of the Form 1040. A significant portion
of the complexity of these forms and worksheets stems from the fact that the benefit takes the
form of an exclusion combined with income digibility limits. Because the exclusion needs to be
determined before adjusted gross income is determined, adjusted gross income cannot be used as
the basis for the phaseout, which necessitates the many separate cal culations necessary to
determine modified adjusted gross income. Additionally, the existence of other income
exclusions or above-the-line deductions with phaseouts (Social Security benefits, IRA deduction,
employer-provided adoption assistance, and student loan interest deduction) requires
complicated ordering rules to calculate modified adjusted gross income for purposes of the
phaseout.

As described above, the Joint Committee staff makes specific recommendations
addressing certain aspects of present law that create complexity. In addition, the Joint
Committee staff believes that combining the education savings programsinto a single program
would further ssimplify recordkeeping and reduce much of the financial and tax planning now
required for meeting future education expenses. However, the Joint Committee staff makes no
recommendation in this regard because of the policy considerations involved in creating such a
single program.

For example, Congress would need to determine whether the benefit would consist of an
exclusion from income of withdrawals for qualified expenses, as the present law education-1RA
and Savings Bond programs permit, or whether the benefit would consist of deferral only, as
State programs provide. Additionally, a balance between the low annua contribution limit of an
education IRA and the higher aggregate State program-specific contribution limit (with no
specific annual limitations) would need to be reached. Finally, a decision would have to be made
whether the program would have income limits, as do the present law education IRA and
Savings Bond programs, or not, asis the case with the present-law State programs.

Additionally, Congress would need to address transition issues with respect to
outstanding education IRAS, State programs, and savings bond interest. If existing programs
were grandfathered with respect to current assets, it is questionable how much, if any,
simplification would be achieved. Taxpayers presently saving in one or more of the existing
programs who wished to continue making contributions to a saving program would have to do so
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in yet another program (i.e., the new program) with yet another set of rules. Alternatively, in
order to achieve simplification for all savers, and not just those who have yet to begin saving for
education, Congress could require that savings in existing programs be rolled over into the new
program. But how it did so could create financial windfalls or losses to current savers, which
would depend on the nature of the new program as well asthe transition rules. For example, if
the new saving program were to permit an exclusion from income, provisions that would allow
rolling over existing State program funds would produce substantial windfalls. Alternatively, if
the new saving program were to permit only deferral of income, provisions requiring the rolling
over of existing education IRAs to the new program would result in future financial losses for
such individuals because they would lose the benefit of the future exclusion.?*

24 However, since education |RAs have been in existence for only afew years and have
had an annua contribution limit of $500, most education |RAS can be expected to have only
small amounts of funds currently and the value of the future exclusion for the earnings on such
fundsisnot likely to be large. If Congress were to require the rollover of education IRAsinto a
new saving program that permitted only deferral of income, it would be possible to grant an
income exclusion on the rollover and a corresponding increase in the basis of the assetsin the
new saving program. Thiswould effectively permit an exclusion on earnings of education IRAs
to date, but only a deferral of income from the point of rollover.
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Table 11.--Comparison of Certain Education Tax I ncentives
Availableto Individuals Under Present Law

Provison Tax Benefit Dallar Limitson Eligible Eligible Qualified Coordination
Amount Eligible | Contributors (for Beneficiaries Education with Other
for Tax Benefit | savingsincentives)/ Expenses Education

Eligible Claimants Provisons
(for deductions,
credits, and
exclusions)
1. Education IRA |Earningsare not Annud Contribution limit Eligible distributee | Includestuition, No exclusion
(sec. 530) subject to tax until | contributionsmay | phased out for (i.e., student) can be |fees, books, fromincomefor a

distributed. not exceed $500 per | contributors with enrolled on full- supplies, and particular student
Didtributions are not | designated modified AGI of time, half-time, or | equipment required |if either the
subject totax if the | beneficiary. No $95,000 to $110,000 |less than half-time  |for attendanceat an | HOPE credit or
amount distributed | contributions ($150,000 to basis. eligible educational |LLC isclaimed
does not exceed the | permitted after $160,000 for joint ingtitution (defined | for the same year
qualified higher beneficiary attains | returns). in sec. 481 of the with respect to the
education expenses | age 18. Higher Education same student.
of the beneficiary Act of 1965). Also |Beneficiary will
during the year. includes certain incur apenalty
Earnings portion of room and board excisetax if a
distributionsin expensesif student | contributionis
excess of qualified enrolled on at |east a| made by any
expensesis subject half-time basis. person to an
to an additiona 10- Does not include education IRA if,
percent tax. expenses covered by |in the same year,

certain scholarships |acontributionis

or other tax-free madeto a QSTP

educational benefits. | on behalf of the

I ncludes amounts
contributed to a
QSTPfor the

benefit of the

same beneficiary.
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Table 11.--Comparison of Certain Education Tax I ncentives
Availableto Individuals Under Present Law

Provison Tax Benefit Dollar Limitson Eligible Eligible Qualified Coordination
Amount Eligible | Contributors (for Beneficiaries Education with Other
for Tax Benefit | savingsincentives)/ Expenses Education

Eligible Claimants Provisons
(for deductions,
credits, and
exclusions)
beneficiary of the
education IRA.

2. Qualified State |Earningsare not QSTP must have No restrictions. No restrictions. Same aseducation | See education

tuition program subject to tax until | adequate safeguards IRA, athough there |IRA discussion

(AQSTP0) distributed. Earnings | to prevent isno restriction above.

(sec. 529) not used for contributionsin regarding expenses | HOPE credit or
qualified higher excess of amount covered by tax-free |LLC may be
education expenses | needed for the educational claimed in same
are subject to an beneficiary-s higher assistance. year and with
additional penalty. | education expenses. respect to same

expenses for
which a
distribution from
aQSTPismade.

3. HOPE credit Credit against tax Maximum creditis | Credit amount is Eligible student Sameaseducation | HOPE credit not

(sec. 25A) for qualified tuition |$1,500, computed | phased out for must beenrolled on | IRA, except does available with
and related expenses | on a per-student taxpayerswith at least ahalf-time | not include books, |respectto a
for first two years of |basis. Credit rateis | modified AGI basisand must not | supplies, equipment, | particular student
post-secondary 100% on first between $40,000 have been convicted | charges or fees if, the student
education. $1,000 of qualified |and $50,000 of Federal or State | associated with electsan

expenses and 50% | ($80,000 and felony involving room and board, exclusonfrom

on next $1,000 of $100,000 for joint | possession or athletics (unless part | income for a

expenses returns). Credit may |distribution of a of student-s degree | distribution from
be claimed by controlled program, and an education IRA
student or by substance. nonacademic fees  |inthe same year.
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Availableto Individuals Under Present Law

Provison Tax Benefit Dollar Limitson Eligible Eligible Qualified Coordination
Amount Eligible | Contributors (for Beneficiaries Education with Other
for Tax Benefit | savingsincentives)/ Expenses Education

Eligible Claimants Provisons
(for deductions,
credits, and
exclusions)
another taxpayer if (including HOPE credit and
the taxpayer claims insurance, Lifetime Learning
the student asa transportation, and | credit can not be
dependent. similar personal, claimed with
living or family respect to the
eXpenses). same student in
the same year.
Also see QSTP
discussion above.
4. Lifetime Credit againsttax | For expensespaid | AGI phase-out No restrictions. Same as HOPE Same as HOPE
L ear ning credit for qualified tuition | between July 1, ranges are same as credit. credit.
(ALLCD) and related expenses | 1998 and December | HOPE credit. As
(sec. 25A) for undergraduate or |31, 2002, maximum | with HOPE credit,
graduate (and credit is $1,000. For | LLC may be
professional) expenses paid after | claimed by student
courses. Unlike December 31, 2002, | or by another
HOPE credit, LLC | maximum creditis |taxpayer if the
isavailableforan |$2,000. Credit rate |taxpayer clamsthe
unlimited number of |is 20% of up to student asa
years. $5,000 ($10,000 dependent.
beginning in 2003)
of qualified
expenses.
Unlike HOPE

credit, LLCis
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Table 11.--Comparison of Certain Education Tax I ncentives

Availableto Individuals Under Present Law

Provison Tax Benefit Dollar Limitson Eligible Eligible Qualified Coordination
Amount Eligible | Contributors (for Beneficiaries Education with Other
for Tax Benefit | savingsincentives)/ Expenses Education

Eligible Claimants Provisons
(for deductions,
credits, and
exclusions)
computed on
family-wide basis,
rather than per-
student basis.
5. Student loan Taxpayer may clam | Deduction allowed |Deduction is phased |No restrictions. Includes tuition, No restrictions.
interest deduction |an above-the-line with respect to out for taxpayers fees, room and
(sec. 221) deduction for interest paid on with modified AGI board, and related
interest paid on qualified education |of $40,000 to expenses, reduced
qualified education |loansduring thefirst | $55,000 ($60,000 to by (1) any interest

loans, subject to an
annual deduction
limit.

60 monthsinwhich
interest payments
are required.
Maximum
deduction is $1,500
in 1999, $2,000in
2000, and $2,500 in
2001 and thereafter.

$75,000 for joint
returns).

on education
savings bonds
excluded from
income, (2) any
distribution from an
education IRA
excluded from
income, and (3) any
educationa benefits
(e.g., scholarships,
employer-provided
educational
assistance) excluded
from income.
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for Tax Benefit | savingsincentives)/ Expenses Education

Eligible Claimants Provisons
(for deductions,
credits, and
exclusions)
6. Employer- Exclusion from $5,250 per year. Employers. Employees. Any education Otherwise
provided gross income and expenses, other than | allowable
educational wages. tools or supplies that | expenses under
assistance (sec. may beretained by |other provisions,
127) the employee after | e.g., HOPE and
the course of Lifetime Learning
instruction, meals, | credits, are
lodging, reduced by
transportation, excludable
expensesrelated to | amounts.
sports, games, or
hobbies, or
graduate-level
COUrses.
7. Education Interest on certain No limit on amount | For 2001, exclusion |No restrictions. Same asfor HOPE | For purposes of
savings bonds (sec. |savingsbondsisnot |that may be is phased out for creditand LLC, but | computing
135) subject to tax if the | excluded, but see taxpayerswith without the excludable
proceeds of the income phase-out modified AGI of restriction on amount, taxpayer
bond upon limitation. $55,750 to $70,750 nonacademic fees. | cannot include
redemption do not ($83,650to expenses taken
exceed qualified $113,650 for joint into account in
higher education returns). To prevent determining the
expenses paid by the avoidance of the HOPE credit or
taxpayer during income phase-out LLC clamed by
taxable year. limitation, bonds the taxpayer, or
must be issued to the excludable
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least 24 years old. education IRA
distribution.

Note: AGI refersto adjusted grossincome.




H. Taxation of Minor Children
Present L aw

Filing requirementsfor children

Single unmarried individuals eligible to be claimed as a dependent on another taxpayer’s
return generally must file an individual income tax return if he or she had (1) earned income only
over $4,550, (2) unearned income only over the minimum standard deduction amount for
dependents ($750 in 2001), or (3) gross income of more than the larger of (a) $750, or (b) earned
income plus $250.%° Thus, if a dependent child has less than $750 in gross income, the child
does not have to file an individual income tax return in 2001.

A child who cannot be claimed as a dependent on another person’s tax return (e.g.,
because the support test is not satisfied by any other person) is subject to the generally applicable
filing requirements. That is, such an individual generaly must file areturnif theindividual’s
gross income exceeds the sum of the standard deduction and the personal exemption amounts
applicable to the individual.

Taxation of unear ned income of minor children

Special rules apply to the unearned income of a child under age 14. Theserules,
generally referred to asthe “kiddie tax,” tax certain unearned income of a child at the parent’s
rate, regardless of whether the child can be claimed as a dependent on the parent’s return.”® The
kiddie tax appliesif: (1) the child has not reached the age of 14 by the close of the taxable year,
(2) the child’ s investment income was more than $1,500 (for 2001) and (3) the child is required
to fileareturn for the year. The kiddie tax applies regardless of the source of the property
generating the income or when the property giving rise to the income was transferred to or
otherwise acquired by the child. Thus, for example, the kiddie tax may apply to income from
property acquired by the child with compensation derived from the child’s personal services or
from property given to the child by someone other than the child’ s parent.

The kiddie tax is calculated by computing the “allocable parental tax.” Thisinvolves
adding the net unearned income of the child to the parent’ s income and then applying the
parent’stax rate. A child' s*net unearned income’ isthe child’s unearned income less the sum
of (1) the minimum standard deduction allowed to dependents ($750 for 2001), and (2) the
greater of (a) such minimum standard deduction amount or (b) the amount of allowable itemized
deductions that are directly connected with the production of the unearned income®’ A child’s
net unearned income cannot exceed the child’ s taxable income.

% Sec. 6012(a)(1)(C). Other filing requirements apply to dependents who are married,
elderly, or blind. See, Internal Revenue Service, Publication 929, Tax Rules for Children and
Dependents, at 3, Table 1 (2000).

20 Sec. 1(g).
#7 Sec. 1(g)(4).
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The alocable parental tax equals the hypothetical increase in tax to the parent that results
from adding the child’s net unearned income to the parent’ s taxable income. |f a parent has more
than one child subject to the kiddie tax, the net unearned income of al children is combined, and
asingle kiddietax is calculated. Each child isthen allocated a proportionate share of the
hypothetical increase.

If the parentsfile ajoint return, the allocable parental tax is calculated using the income
reported on the joint return. In the case of parents who are married but file separate returns, the
allocable parental tax is calculated using the income of the parent with the greater amount of
taxable income. In the case of unmarried parents, the child's custodia parent is the parent whose
taxable income is taken into account in determining the child’ s liability. If the custodial parent
has remarried, the stepparent is treated as the child' s other parent. Thus, if the custodial parent
and stepparent file ajoint return, the kiddie tax is calculated using that joint return. If the
custodial parent and stepparent file separate returns, the return of the one with the greater taxable
incomeisused. If the parents are unmarried but lived together al year, the return of the parent
with the greater taxable income is used. %2

Unless the parent elects to include the child’ s income on the parent’ s return (as described
below) the child files a separate return. In this case, items on the parent’ s return are not affected
by the child’sincome. Thetota tax due from achild is the greater of:

D the sum of (@) the tax payable by the child on the child’s earned income plus (b)
the alocable parental tax or;

2 the tax on the child’sincome without regard to the kiddie tax provisions.

Parental dection to include child’ s unearned income

Under certain circumstances, a parent may elect to report a child’ s unearned income on
the parent’sreturn. If the election is made, the child istreated as having no income for the year
and the child does not have to file areturn. The requirements for the election are that:

(@D the child has gross income only from interest and dividends (including capital
gains distributions and Alaska Permanent Dividends);

2 such income is more than the minimum standard deduction amount for
dependents ($750 in 2001) and less than 10 times that amount;

3 no estimated tax payments for the year were made in the child's name;
(4) no backup withholding occurred; and

(5) thechildisrequired to file areturnif the parent does not make the election.

8 Sec. 1(g)(5); Internal Revenue Service, Publication 929, Tax Rules for Children and
Dependents, at 6 (2000).
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Only the parent whose return must be used when calculating the kiddie tax may make the
election. The parent includes in income the child's gross income in excess of twice the section
minimum standard deduction amount for dependents. This amount is taxed at the parent’ s rate.
The parent must also report an additional tax liability equal to the lesser of: (1) $112 in 2001, or
(2) 15 percent of the child’s gross income exceeding the child’ s standard deduction ($750 in
2001).

Including the child’sincome on the parent’ s return can affect the parent’ s deductions and
credits that are based on adjusted gross income, as well asincome-based phaseouts, limitations,
and floors. In addition, certain deductions that the child would have been entitled to take on his
or her own return arelost.?® Further, if the child received tax-exempt interest from a private
activity bond, that item is considered atax preference of the parent for aternative minimum tax
purposes.

Taxation of child’s compensation for services

Compensation for achild’s services, even though not retained by the child, is considered
the gross income of the child, not the parent, even if the compensation is not received by the
child (e.g. is the parent’sincome under local law).? If the child’sincome tax is not paid,
however, an assessment against the child will be considered as also made against the parent to
the extent the assessment is attributable to amounts received for the child’s services.

Sour ces of Complexity

The IRS instructions for the taxation of children span more than 20 pages with multiple
worksheets to calculate the child’ s income and the appropriate amount of tax. The linkage among
the returns of the child, parent, and siblingsis aso a source of complexity. If the parent’sor a
sibling’ sreturn is audited, the child’ s return must also be audited and adjusted. The rulesare
further complicated depending on whether the child’s parentsfile jointly, separately, are married,
unmarried, or remarried.

Recommendation for Simplification

The Joint Committee staff recommendsthat the tax rate schedule applicable
to trusts should be applied with respect to the net unearned income of a child
under age 14. The Joint Committee staff also recommendsthat the parental
election to include a child’sincome on the parent’sreturn should be available
irrespective of (1) the amount and type of the child’sincome, and (2) whether
there waswithholding or estimated tax paymentswith respect to the child’s
income.

2 Sec. 1(9)(7)(B).
20 Sec. 73(a).

Bl Sec. 6201(c).
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Application of trust rate schedule

The Tax Reform Act of 1986 introduced the kiddie tax to combat the practice of high-
income individua s transferring income-producing property to their children so that the income
could be taxed at alower rate.® The staff of the Joint Committee believes that the present-law
rules can be simplified and still achieve the same goal.

By removing the linkage among the parent’s, child's, and siblings’ returns, the present-
law kiddie tax rules could be simplified. The Joint Committee staff recommends that the current
calculation of allocable parental tax be replaced with the tax rate schedule applicable to trusts.?®
Use of trust rates may result in the imposition of greater taxes than present law.>* A rate
schedule differing from that applicable to trusts could serve the same function under this
proposal without compromising the goal of ssimplification. Like the trust rate schedule, such a
schedule would need to be sufficiently compressed to discourage tax-motivated shifting of
income between parent and child.

Under the Joint Committee staff proposal, information regarding the parent’s or siblings
income would not be needed to complete the child’ sreturn. Further, it would eliminate the need

22 “The committee also desires to restrict a technique used by some high-income
individuals with children to take undue advantage of the graduated rate schedules. ...” H.R.
Rep. No. 99-426, at 57 (1985). “The committee believes that the present law rules governing the
taxation of minor children provide inappropriate tax incentives to shift income-producing assets
among family members. In particular the committee is aware that the treatment of achild asa
separate taxpayer encourages parents whose income would otherwise be taxed at a high marginal
rate bracket to transfer income producing property to achild to ensure that the income is taxed at
the child’slower marginal rates.” Id. at 801.

%3 The Tax Section of the American Bar Association and the American Institute of
Certified Public Accountants also have advocated the use of a compressed rate schedule in place
of the allocable parental tax. See, American Institute of Certified Public Accountants, 10 Big
Taxpayer Headaches That Could Be Cured Through A Little Tax Simplification,
http://www.ai cpa.org/members/div/tax/headache.ntm (1999). See adso, Leo L. Schmolka, The
Kiddie Tax Under the Tax Reform Act of 1986: A Need for Reform While the Ink is Still Wet, 11
Rev. of Tax. of Indiv. 99, 117 (1987) (advocating application of trust and estate ratesto every
individual whom a dependency deduction is allowable to another taxpayer).

2% Thetrust and estates tax rate schedule for 2001 is as follows:

If taxableincomeis: Thetaxis:

Not over $1,800 15 percent of taxable income

Over $1,800 but not over $4,250 | $270 plus 28 percent of the excess over $1,800

Over $4,250 but not over $6,500 | $956.00 plus 31 percent of the excess over $4,250

Over $6,500 but not over $8,900 | $1,653.50 plus 36 percent of the excess over $6,500

Over $8,900 $2,517.50 plus 39.6 percent of the excess over $8,900
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to adjust the child sreturn if the return of the parent (or asibling) islater adjusted. Each child’s
return would stand on its own.

Expansion of the parental election

Present law limits the ability of parentsto elect to include a child’s net unearned income
on their returns. The Joint Committee staff recommends that these limitations be aliminated.

The Joint Committee staff recommends that the parental election be available regardliess
of the amount or type of the income (earned or unearned) received by the child.?® The Joint
Committee staff believes that the existence of earned income should not preclude the availability
of the dection. Itisunlikely that alarge number of children under the age of 14 would have
substantial earned income. In the interest of simplicity, a parent should be able to report al the
earned and unearned income of the child on the parent’ s return if the election is made. While
this may result in higher taxes on the child’ s earned income, it would reduce the number of
returns that need to be filed. Therefore, the staff of the Joint Committee recommends that the
limitations on the amount and type of income should be removed.

Under present law, the election is not available if there are any withholding or estimated
tax payments for the child under the child’s socia security number. The Joint Committee staff
believes that this limitation should also be removed and that credit should be given for taxes
withheld or paid in the name of the child.

Some may argue that it is inappropriate for a child’s withholding to offset a parental
liability, and possibly generate arefund. The Joint Committee staff, however, believes the
utilization of the child’ s withholding is no different than the use of a spouse’ s withholding to
offset the liability generated from the other spouse’ sincome. The parent generally controls the
child’ sfinances. Thus, the family should be considered as a single economic unit under these
circumstances.

This proposal would have an effect on IRS tax administration. Specifically, the proposa
would require IRS computer systems to match and credit the child’ s income and withholding to
the parents’ account if the election ismade. Theinclusion of the child’'s social security number
on the parent’ s return should alleviate any matching concerns; however, IRS computer systems
would need reprogramming to properly administer the proposal.

% Some argue that allowing an unlimited amount of the child’sincome to be included
on the parents return results in awealth transfer from parent to child through the payment of
taxes. Specifically, the parent is paying the tax that would have been paid by the child and thus
the child isfinancially better off. Further, it isargued that such an approach could encourage
income shifting from child to parent in the event the parent isin alower tax bracket than the
minor child. The Joint Committee staff believes that the latter scenario would be arare case.
Further, these arguments ignore the premise underlying the kiddie tax, that the parent controls
the family’ s assets, including those in the name of the child.
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[11. INDIVIDUAL RETIREMENT ARRANGEMENTS,
QUALIFIED RETIREMENT PLANS, AND EMPLOYEE BENEFITS

A. Structural Issues Relating to Qualified Retirement Plans
1. General smplification issues

There are three potentia sources of income for an individual after retirement--Social
Security benefits, employer-provided qualified retirement plan benefits, and personal savings.
These three sources of retirement income have traditionally been referred to as the "three-legged
stool™ of retirement income security. Taken together, these three sources of income ideally
should provide an adequate replacement for preretirement income.

An employer's decision to establish or continue a qualified retirement plan for employees
isvoluntary. The Federa tax laws provide favorable tax treatment for amounts contributed to a
qualified retirement plan to encourage the establishment and continuance of such plans.

The Federal laws and regulations governing employer-provided retirement benefits are
recognized as among the most complex sets of rules applicable to any area of the tax law. Some
have argued that this complexity has made it difficult, if not impossible, for employers,
particul arly small employers, to comply with the law. In addition, it is asserted that this
complexity deters employers from establishing qualified retirement plans or forces the
termination of such plans. If this assertion is accurate, then the complexity of the employee
benefits laws is reducing the number of employees covered under employer-provided plans.
Such aresult requires Socia Security and personal savings to assume more of the burden of
replacing preretirement income.

Others assert that the complexity of laws and regulations governing qualified retirement
plans is a necessary byproduct of attempts (1) to ensure that retirement benefits are delivered to
more than just the most highly compensated employees of an employer; (2) to provide
employers, particularly large employers, with the flexibility needed to recognize the differences
in the way that employers do business; and (3) to ensure that retirement benefits generally are
used for retirement purposes.

In this study, the Joint Committee staff makes anumber of recommendations relating to
the rules applicable to qualified retirement plans. In addition, the Joint Committee staff
considered a number of proposals that would provide additional simplification, but would have
fundamental policy implications. In some cases, proposals that would result in smplification
prospectively would aso require significant adjustment to existing plans, thus undermining the
objectives of smplification. For example, the Joint Committee staff considered recommending
that model plans be provided and that employers be able to adopt only the model plans.
Although this would dramatically reduce the complexity of the qualified retirement plan rules, it
would also change fundamental policy underlying those rules and require significant changesto
many existing plans. Similarly, the Joint Committee staff considered recommending repeal of
the rules relating to permitted disparity and providing asingle elective deferral vechile. The
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Joint Committee staff believes that such changes would add simplification, but would alter
underlying policy.

The following discussion addresses broad sources of complexity relating to the qualified
retirement plan rules, and issues that would arise if structural changes to the rules were made.

2. Reasonsfor complexity in qualified retirement plan laws

Volume and frequency of legidation

Many employers and practitionersin the qualified retirement plan area have argued that
the volume of legidation affecting qualified retirement plans enacted since 1974 has contributed
to complexity. In many cases, a particular substantive area of qualified retirement plan law may
be dealt with legidatively amost every year. For example, the rules relating to the form and
taxation of distributions from qualified retirement plans were significantly changed by the Tax
Equity and Fiscal Responsibility Act of 1982, the Deficit Reduction Act of 1984, the Tax
Reform Act of 1986, the Unemployment Compensation Amendments of 1992, the Retirement
Protection Act of 1994, the Small Business Job Protection Act of 1996, and the Taxpayer Relief
Act of 1997. In many cases, changesin the rules are lobbied for by employers and practitioners.

This constant change of the law has not only contributed to complexity for the employer,
plan administrator, or practitioner who must understand the rules, but has also created problems
for the IRS and Department of Labor. Regulations projects have at times been so backlogged at
the IRS that employers may not have known what they must do to bring their qualified
retirement plans into compliance with enacted legidlative changes because the IRS has been
unable to publish adequate guidance for employers.

The amount of legidation in the qualified retirement plan areain recent years hinders the
ability of the IRS and the Department of Labor to monitor compliance with the law. Significant
amounts of resources are required to be expended to educate government employees with respect
to changesinthelaw. Timethat is spent reviewing qualified retirement plan documents to
determine whether they quaify under the tax laws in form takes time away from the auditing of
plansto ensure that they qualify in operation.

The level of legidlative and regulatory activity in the qualified retirement plan area has
also created problems because inadequate time is available to consider the possible interaction of
various provisions. The IRS may issue regulations that are immediately superseded by
legidation. Legidation is enacted that does not consider the potential interaction problems
created with other areas of employee benefits law.

Some people argue that the rules relating to qualified retirement plans should not be
significantly atered in the context of an effort to smplify the rules. This argument assumes that
additional changesin the employee benefits areawill only contribute to complexity by
legidating again in an area that some say has been overlegislated in the last 20 years.

On the other hand, legidative initiatives that merely repeal existing rules may not
contribute to additional complexity of the rules unless the repea of such rules leaves uncertainty
asto therule that appliesin place of the repealed rule.
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The structur e of the workplace

Some argue that the complexity of the rules relating to qualified retirement plans stems
from a problem that is not unique to the employee benefits area--that is, the way in which the
workplace has devel oped has created inherent complexities in legislation enacted to apply in the
workplace. The way in which employers do business affects the complexity of qualified
retirement plan legidation.

Large employers tend to have complex structures. These complex structures may include
the division of employees among various subsidiaries that are engaged in different types of
businesses. Rules are required to deal with the issues that arise because abusinessis operated in
many tiers. For example, questions arise as to which employees are required to be taken into
account in determining whether an employer is providing qualified retirement plan benefits on a
nondiscriminatory basis. To what extent are employees of various subsidiaries that are engaged
in completely different activities required to be aggregated? If these employees must be
aggregated for testing purposes, what kind of recordkeeping burdens are imposed on the
employer? How are headquarters employees treated and how does the treatment of such
employees differ from the treatment of subsidiary employees? If an employer retains temporary
workers, to what extent are such workers required to be taken into account? Should employees
covered by collective bargaining agreements be treated differently than other employees?
Employers face these issues every day because of the way in which their businesses are operated,
rather than smply because the laws governing qualified retirement plans are complex.

Flexibility and complexity

Employers and employees generally want to be able to tailor their compensation
arrangements, including qualified retirement plans, to fit their particular goals and circumstances.
Present law accommodates these desires by providing for various tax-favored retirement savings
vehicles, including qualified retirement plans, individual retirement arrangements (“1RAS”),
simplified employee pensions, SIMPLE plans, and tax-sheltered annuities. There are many
different types of qualified retirement plans, different ways of funding such plans, and different
ways of providing benefits under such plans.

The number of different tax-favored retirement arrangements increases complexity in the
qualified retirement plan rules because different rules are needed for each type of arrangement.
A great deal of smplicity could be achieved, for example, if employers were permitted to choose
from only one or two model qualified retirement plans. However, this would also greatly reduce
the flexibility provided employers and employees under present law.

To some extent, the complexity of present law is elective. For example, employers who
wish to reduce complexity can adopt a master or prototype plan. Similarly, an employer may
adopt for al of its employees a simple profit-sharing plan that involves a minimum of
administrative work. However, many employers choose more complicated compensation
arrangements.
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Complexity and certainty

Although employers and practitioners often complain about the complexity of the rules
relating to qualified retirement plans, some of that complexity is, in fact, attributable to the desire
of employers or the Congress to have certainty in the rules. For example, the general
nondiscrimination rule relating to qualified retirement plans merely requires that a plan not
discriminate in either contributions or benefitsin favor of highly compensated employees. This
ruleis easy to articulate; however, determining whether or not the rule is satisfied is not asimple
task. The most obvious problem is determining what the word "discriminate” means. If it means
that there may be no difference in contributions or benefits between those provided to highly
compensated employees and those provided to rank-and-file employees, then the rule may be
fairly straightforward. However, because the rules permit employers some flexibility to provide
more contributions or benefits for highly compensated employees, it is necessary to determine
how much of a difference in the contributions or benefits is permitted.

Rules that provide greater certainty for employerstend, on their face, to appear to be
more complex. A case in point are the nondiscrimination rules for employee benefits added in
the 1986 Act (Code sec. 89).2° Employers complained vigorously about the calculations and
recordkeeping requirements imposed by section 89. However, these rules devel oped during the
legidative consideration of the 1986 Act in large measure in response to employers complaints
about the uncertainty of agenera rule prohibiting nondiscrimination in favor of highly
compensated employees.

A more mechanical rule will often appear to be more complex, but will also provide nmore
certainty to the employers, plan administrators, and practitioners who are required to comply
with therule. Thus, any attempts to reduce complexity of the employee benefits laws must
balance the desire for simplicity against the perceived need for certainty. In addition, it should
be recognized that simplicity in legisation does not preclude complexity in regulation.

Retirement policy vs. tax policy

Another source of complexity in the development of qualified retirement plan laws and
regulations is the use of the Federal income tax system to encourage the delivery of retirement
benefits by employers. This approach tendsto create conflicts between retirement income policy
and tax policy.

Retirement income policy has asits goal the delivery of adequate retirement benefits to
the broadest possible class of workers. Because the decision to maintain aretirement plan for
employeesis voluntary, retirement income policy would argue for laws and regulations that do
not unduly hinder the ability or the willingness of an employer to establish aretirement plan.
Such a policy might also encourage the delivery of more retirement benefits to rank-and-file
employees by adopting arule that prohibits discrimination in favor of highly compensated
employees, but does not otherwise limit the amount of benefits that can be provided to such
employees. Thus, an employer whose principa objective was to provide large retirement

2% Section 89 was repealed in 1989 (Pub. Law No. 101-140).
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benefits to highly compensated employees (e.g., management) could do so aslong asthe
employer aso provided benefits to rank-and-file employees.

On the other hand, tax policy will be concerned not only with the amount of retirement
benefits being delivered to rank-and-file employees, but also with the extent to which the Federa
Government is subsidizing the delivery of such benefits. Thus, Federal tax policy requires a
balancing of the tax benefits provided to an employer who maintains a qualified retirement plan
in relation to all other tax subsidies provided by the Federal tax laws. This balancing has led the
Congress (1) to limit the total amount of benefits that may be provided to any one employee by a
qualified retirement plan and (2) to adopt strict nondiscrimination rules to prevent highly
compensated employees from receiving a disproportionate amount of the tax subsidy provided
with respect to qualified retirement plans.

Jurisdiction of qualified retirement plan legidation

When the Employee Retirement Income Security Act (“ERISA™) was enacted in 1974,
the Congress concluded that Federal qualified retirement plan legisation should be developed in
amanner that limited the Federal tax subsidy of employer-provided retirement benefits and that
provided adequate safeguards for the rights of employees whose employers maintained qualified
retirement plans. Accordingly, the rules adopted in ERISA included changes in the tax laws
governing qualified retirement plans (Title Il of ERISA) and also included labor law
requirements applicable to employer-provided plans (Title | of ERISA). In many cases, these
labor law requirements mirrored the requirements of the tax laws and created a civil right of
action for employees. Thus, ERISA ensured that compliance with the Federal employee benefits
laws could be monitored by the Federal Government (through the IRS and the Department of
Labor) and by employees (through their civil right of action under the labor laws).

Although many of the qualified retirement plan laws enacted in ERISA had mirror
provisionsin the labor laws and in the Internal Revenue Code, subsequent legidation has not
aways followed the same form. For example, the top-heavy rules that were enacted as part of
the 1982 Act were only included in the Internal Revenue Code and did not contain a
corresponding provisionin Title | of ERISA. Some have argued that such a piecemeal approach
to employee benefits legislation can lead to inconsi stencies between the Federal tax law and
Federal labor law and can contribute to the overall complexity of the rules governing qualified
retirement plans.

In addition, the enforcement of rules relating to qualified retirement plansis shared by the
IRS and the Department of Labor. Thus, there is no single agency of the Federal Government
that is charged with the development and implementation of regulations and with the operational
enforcement of the rules relating to qualified retirement plans.

Although the authority of each applicable agency has been clarified, complexity can
occur because of the manner in which the agencies interact. An employer must determine the
agency with which it must consult on an issue and may find that the goals of each agency are
different. For example, the Pension Benefit Guaranty Corporation views the funding of a
defined benefit pension plan from its goal of assuring solvency of the plan when benefit
payments are due. On the other hand, the IRS is concerned that employers should not be
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permitted to overfund defined benefit pension plans as a mechanism by which the employer can
shelter income from taxation. Without careful coordination of the goals of these two Federal
agencies, employers may receive inconsistent directives.

Transtion rules

When the Congress enacts tax legidation altering the tax treatment of qualified retirement
plans or distributions from such plans, transition relief is often provided to specific employers or
individual taxpayers or to a class of employers or taxpayers. Transition relief generally delays
temporarily or permanently the application of the enacted rule to the applicable taxpayer.
Sometimes, transition relief will apply a modified rule that is a compromise between present law
and the enacted rule.

The adoption of transition rules for ataxpayer or a class of taxpayers contributes to the
actual and perceived complexity of employee benefits laws.
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B. Individual Retirement Arrangements
Present L aw
In general

Present law provides tax-favored treatment for individual retirement arrangements
(“IRAS’). There aretwo broad categories of IRAs:. traditional IRAS, to which both deductible
and nondeductible contributions may be made, and Roth IRAs. The Federal income tax rules
applicable to IRAs differ depending on whether an IRA isatraditiona IRA or aRoth IRA. In
addition, the rules relating to traditional IRAs depend on whether an individual makes deductible
or nondeductible contributions. As discussed more fully below, the economic benefit of the tax
provisions relating to deductible and Roth IRAs is similar--exemption of earnings from tax--
except that Roth IRASs effectively have a higher contribution limit. The economic benefit of
making nondeductible contributions to an IRA is different. Deductible IRAs and Roth IRAs
effectively exempt earnings on invested sums from tax, while the nondeductible IRA taxes
earnings, but on a deferred basis.

Traditional IRAS

Deductible contributions

Under present law, the maximum permitted annual deductible IRA contribution generally
isthe lesser of $2,000 or the individual’s compensation includible in gross income for the year.
In the case of a married couple, deductible IRA contributions of up to $2,000 can be made for
each spouse (including, for example, a homemaker who does not work outside the home), if the
combined compensation of both spousesis at least equal to the contributed amount. If the
individual for whom the contribution is made is an active participant in an employer-sponsored
retirement plan, the $2,000 deduction limit is phased out for taxpayers with adjusted gross
income over certain levelsfor the taxable year.

The adjusted gross income phase-out limits for asingle individual who is an active
participant in an employer-sponsored retirement plan are as follows: for 2001, $33,000 to
$43,000; for 2002, $34,000 to $44,000; for 2003, $40,000 to $50,000; for 2004, $45,000 to
$55,000; and for 2005 and thereafter, $50,000 to $60,000.

The adjusted gross income phase-out limits for amarried taxpayer filing ajoint return
who is an active participant in an employer-sponsored plan are as follows. for 2001, $53,000 to
$63,000; for 2002, $54,000 to $64,000; for 2003, $60,000 to $70,000; for 2004, $65,000 to
$75,000; for 2005, $70,000 to $80,000; for 2006, $75,000 to $85,000; and for 2007 and
thereafter, $80,000 to $100,000.

In the case of married taxpayers filing separate returns, the contribution limit is phased
out for modified adjusted gross income between $0 and $10,000.
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If an individual isnot an active participant in an employer-sponsored retirement plan, but
the individual’s spouse is, the $2,000 deduction limit is phased out over adjusted gross income
between $150,000 and $160,000.

Nondeductible contributions

To the extent an individua cannot or does not make deductible contributions to an IRA
or contributions to a Roth IRA, the individual may make nondeductible contributionsto an IRA.
Nondeductible contributions must be reported on the individual’ stax return for the year (even if
the individual is not otherwise required to file areturn). If nondeductible contributions are not
reported, then those contributions will be includible in income when distributed, unless the
individual can show with other satisfactory evidence that nondeductible contributions were
made. In no event can the total IRA contributions for an individual for ayear exceed the lesser
of $2,000 or the individual’s compensation (or the total compensation of both spouses includible
in gross income for the year).

Taxation of distributions

Amounts held in atraditional IRA are includible in income when withdrawn (except to
the extent the withdrawal is areturn of nondeductible contributions) under the rules applicable to
taxation of annuities. If an individual has not made nondeductible contributions to a traditional
IRA, then al distributions from the individual’ straditional IRAs are taxable. If anindividual has
made nondeductible IRA contributions, then a portion of each distribution is nontaxable. In
general, the amount of adistribution that is not taxable is determined by multiplying the amount
of the distribution by the ratio of the remaining nondeductible contributions to the total IRA
balance. In making this calculation, all traditional IRAs of an individual are treated as one IRA.

Includible amounts withdrawn from an IRA prior to attainment of age 59-1/2 are subject
to an additional 10-percent early withdrawal tax, unless the withdrawal is due to death or
disability, is made in the form of certain periodic payments, is used to pay medical expensesin
excess of 7.5 percent of adjusted grossincome, is used to purchase health insurance of an
unemployed individual, is used for education expenses, or is used for first-time homebuyer
expenses of up to $10,000.

Roth IRAs

Individuals with adjusted gross income below certain levels may make nondeductible
contributions to a Roth IRA.Z" The maximum annual contribution that may be made to aRoth
IRA isthelesser of $2,000 or the individual’ s compensation includible in gross income for the
year. The contribution limit is reduced to the extent an individual makes contributions to any
other IRA for the same taxable year. Asunder the rulesrelating to IRAs generally, a
contribution of up to $2,000 for each spouse may be made to a Roth IRA provided the combined
compensation of the spousesis at least equal to the contributed amount. The maximum annual
contribution that can be made to a Roth IRA is phased out for single individuals with adjusted

Z7 Roth IRAs were established by the Taxapyer Relief Act of 1997, effective for taxable
years beginning after December 31, 1998.
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gross income between $95,000 and $110,000, and for married individuals filing joint returns
with adjusted gross income between $150,000 and $160,000.

In the case of married taxpayers filing separate returns, the contribution limit is phased
out for modified adjusted gross income between $0 and $10,000.

Taxpayers with modified adjusted gross income of $100,000 or less generally may
convert atraditional IRA into aRoth IRA. Married taxpayers filing separate returns may not
convert atraditional IRA into a Roth IRA.

The amount converted from atraditional IRA into aRoth IRA isincludible in income as
if awithdrawal had been made, except that the 10-percent early withdrawal tax does not apply
and, if the conversion occurred in 1998, the income inclusion may be spread ratably over 4 years.

Amounts held in aRoth IRA that are withdrawn as a qualified distribution are not
includible in income, nor subject to the additional 10-percent tax on early withdrawals. A
qualified distribution is a distribution that is made (1) after the five-taxable-year period
beginning with the first taxable year for which the individual made a contribution to a Roth IRA,
and (2) after attainment of age 59-1/2, on account of death or disability, or for first-time
homebuyer expenses of up to $10,000.

To the extent attributable to earnings, a distribution from a Roth IRA that isnot a
qualified distribution is includible in income and subject to the 10-percent early withdrawal tax
(unless an exception applies).”®

The same exceptions to the early withdrawal tax that apply to regular IRAs apply to Roth
IRAs. The early withdrawal tax will apply, however, to any portion of a distribution attributable
to a conversion from a deductible or nondeductible IRA if the distribution occurs within the five-
taxable-year period beginning with the taxable year in which the conversion occurs (unless an
exception applies).

Economic comparison of tax benefits of IRAs

Deductible contributions to traditional IRAS

Subject to the rules described above, ataxpayer is alowed to deduct contributionsto a
traditional IRA from income in the year contributed; upon withdrawal, the entire amount
withdrawn isincludible in income. There are two potential advantages of making deductible
IRA contributions over saving in fully taxable vehicles. First, taxpayers earn a tax-free rate of
return on IRA investments. Second, taxpayers postpone taxation of the contribution until the
contributions are withdrawn, at which time they may be taxed at alower rate than when the
contribution is made.

28 Early distribution of converted amounts may also accelerate income inclusion of
converted amounts that are taxable under the four-year rule applicable to 1998 conversions.
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The following example illustrates why a deductible IRA investment receives a tax-free
rate of return. Assume ataxpayer with amargina tax rate of 28 percent makes a $1,000
deductible contribution to atraditional IRA. Theinitial savings from the contribution is $280,
the tax that would have been paid on the $1,000. For the purpose of this example, assume that
the taxpayer withdraws the funds after one year (without imposition of the 10-percent early
withdrawal tax). If the annual rate of return on the IRA assetsis 10 percent, the value of the IRA
is$1,100, total tax due is $308, and the taxpayer is|eft with $792. Notice that if the taxpayer
had paid the initial tax of $280 and invested the remaining $720 at 10 percent, then the taxpayer
would have had $792 after one year. |If the income had not been invested in ataxable savings
account, the taxpayer would have to pay tax on $72 dollars of earnings (atax of $20.16), and
would be left with $771.84 after payment of taxes. The value of the IRA is that the taxpayer
does not have to pay the additional $20.16 tax. Thus, the deductible IRA contribution alows the
taxpayer to get atax-free rate of return on an investment of $720.

Thisanalysisis independent of the number of years the IRA investment isheld. The
value of the tax exemption, however, increases with the number of yearsthe IRA isheld. For
instance, if in the above example, the taxpayer holds the IRA for 10 years, the IRA would be
worth $1,867, whereas afully taxed investment would be worth $1,443 after 10 years.

The deductible IRA investment can be viewed as an investment that is jointly shared by
the government and the taxpayer. The government's share is equal to the tax rate (28 percent in
the above example). When the IRA funds are withdrawn, the government receives its share of
the funds. In the above example, when the funds are withdrawn after one year, the government
receives 28 percent of $1,100 ($308), and the taxpayer receives 72 percent of $1,100 ($792).
The taxpayer pays no tax on the earnings attributable to the taxpayer's share of the investment,
and thus receives a tax-free rate of return on the investment. Thisis one advantage of investing
through deductible IRA contributions.

A second advantage of deductible IRA contributions arises if the taxpayer's marginal tax
rate in the year the funds are withdrawn is lower than the marginal tax rate in the year of the
contribution. Because the government's share of the investment is equal to the taxpayer's tax rate
in the year the funds are withdrawn, the lower the tax rate prevailing at that time, the smaller the
government's share. In the example above, for instance, if the tax rate when the funds are
withdrawn is 15 percent, then the tax paid after one year would be $165. Not only does the
taxpayer receive atax-free rate of return on the taxpayer's share of the investment, but the
taxpayer’ s share of the investment is 85 percent rather than 72 percent.

Tax rates might be lower at the time the funds are withdrawn because the IRA owner may
be receiving untaxed Social Security benefits and reduced taxable income from other sources.
However, the marginal tax rate could be lower or higher because tax rate schedules may change
over time.

Roth IRAs

From an economic perspective, contributions to Roth IRAs are similar to deductible IRA
contributions. With a Roth IRA, the taxpayer does not deduct the contribution from income, but
pays no tax when the funds are withdrawn assuming applicable requirements are satisfied. In
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other words, the government takes its share before the funds are invested. The taxpayer is never
taxed on the interest earned on the investment, and thus earns a tax-free rate of return on the IRA
investment. Thisisthe same tax benefit provided to deductible IRAS.

However, in the case of aRoth IRA, the tax is paid on the initial contribution at the time
of contribution, and in the case of deductible IRA contributions, the tax is paid on the initial
contribution at the time of withdrawal. In effect, the government's share of the Roth IRA is
equal to the taxpayer's marginal tax rate at the time the funds are contributed, whereas the
government's share of the deductible IRA is equal to the taxpayer's margina tax rate at the time
the funds are withdrawn. Whether the deductible IRA and Roth IRA are economically
equivaent depends on the difference between the taxpayer's margina tax rate in the year the
contribution is made and the taxpayer's marginal tax rate in the year the IRA funds are
withdrawn.

If these two marginal tax rates are equal, then the Roth IRA provides the same overall
benefits as deductible IRA contributions. For example, if ataxpayer earns $1,000 and
contributes it to a Roth IRA, the taxpayer first pays tax on the $1,000. If the taxpayer's marginal
tax rate is 28 percent, the taxpayer will have $720 to invest. After one year earning interest at
10-percent per year, the taxpayer has $792, the same amount that the taxpayer has in the
deductible IRA contribution example above.

If the tax rate in the year the contribution is made is different from the tax rate in the year
the funds are withdrawn, then the deductible IRA contribution and the Roth IRA are no longer
equivaent. When tax rates decrease over time (either because tax rates change or taxpayers fall
into lower tax brackets), deductible IRA contributions are more advantageous, because taxpayers
defer payment of tax until tax rates are lower. When tax ratesincrease over time, aRoth IRA is
more tax favored.

One source of difference between the deductible IRA and the Roth IRA arises from the
imposition of acommon annual limitation on contributions. Under present law, the contribution
limit applied to Roth IRAs is the same as that currently applicable to deductible IRAs, $2,000.
Contributions to adeductible IRA are limited to $2,000 of pre-tax income, whereas contributions
to aRoth IRA are limited to $2,000 of after-tax income. The $2,000 Roth IRA contribution limit
effectively increases the amount of tax-free saving that can be invested in the Roth IRA relative
to the deductible IRA. The following example illustrates this difference. In the case of a
taxpayer with amarginal tax rate of 28 percent who contributes $2,000 to a deductible IRA
earning 10 percent per year, the IRA baance will be $2,200 after one year. The taxpayer will
owe $616 in tax, leaving $1,584. Thisis equivalent to the taxpayer having paid an initia tax of
$560, or 28 percent of $2,000, and investing the remaining $1,440 at an after-tax return of 10
percent. Thus, the $2,000 limit on pre-tax incomeislike alimit of $1,440 on after-tax income
for ataxpayer with a 28-percent marginal tax rate. If instead the investor had contributed $2,000
to aRoth IRA, the funds available to the taxpayer after one year would be the full $2,200,
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because no additional tax would be due® The difference in the limitsis only valuable to
taxpayers who want to invest more than $2,000 of pre-tax incomein an IRA.

Nondeductible IRASs

Present law permits taxpayers to make nondeductible contributions to traditional IRAsto
the extent that ataxpayer may not make deductible IRA contributions or Roth IRA contributions
because of the applicable income phase-outs (or chooses not to make such contributions).
Unlike earning on Roth IRA contributions, earnings on nondeductible contributions to traditional
IRAs are includible in income when withdrawn. The tax advantage of such contributionsis that
taxes on earnings are deferred, rather than assessed annually. This permits the earnings to
compound faster than with annual taxation of earnings. This advantage is the same advantage
implicit in the tax treatment of the earnings on deferred annuities, which are taxed when the
annuities are paid rather than when the earnings accrue.

For example, compare the accumulation of income for an investor with a 28-percent
marginal tax rate on $720 which isinvested for a period of 10 years at a 10-percent annual rate
of return. If the earnings are taxed annually, the total available funds at the end of 10 years
would be $1,443.05. Theinvestor's annual after-tax returnis 7.2 percent. |If thetax is deferred
for 10 years and assessed on the accumulated interest at the end of the 10-year period at a 28-
percent marginal tax rate, the value of the taxpayer's investment would be $1,344.60, which
represents an annual return of 7.9 percent. Unlike the deductible contributions and Roth IRA
contributions discussed above, the after-tax rate of return of investment on traditiona
nondeductible IRA contributions increases as the holding period increases; as the holding period
increases, accumulated earnings increase, and thus the value of deferring tax on the accumul ated
earnings increases.

Summary

Table 12., below, compares the funds avail able after 10 years to a taxpayer who saves
$1,000 of pre-tax income through deductible contributions to atraditiona IRA, Roth IRA
contributions, and nondeductible contributions to a traditiona IRA, assuming that no early
withdrawal tax applies and that the rate of return on the IRA assetsis 10 percent per year. The
tax rate in the year contributed is labeled t,, and the tax rate in the year the funds are withdrawn
islabeled tjo. Table 18., below, summarizes the timing of the Federal government's tax receipts
under the various IRA options.

As was noted above, the difference in the funds available to the taxpayer investing $1,000
of pre-tax income through deductible IRA contributions compared to Roth IRA contributions
depends only on the difference between the marginal tax rate the taxpayer facesin the year the
funds are contributed, to, and the marginal tax rate in the year the funds are withdrawn, t;. The
funds available through traditional nondeductible IRA contributions are aways smaller than

29 More generally, for ataxpayer facing amarginal tax rate of t, the equivalent
contribution limit for adeductible IRA is C/(1-t) where C is the contribution limit for the Roth
IRA.
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those in the Roth IRA. Both of these IRAs tax the contribution at atax ratet,, but the Roth IRA
effectively exempts earnings from additional tax, whereas traditional nondeductible IRA
contributions result only in deferral of tax on earnings.
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Table 12.--Funds Availableto Taxpayer and Pattern of Tax Receipts With Respect to Deductible IRA,
Roth IRA, and Traditional Nondeductible IRA Contributions

Funds Available to Taxpayer After 10 Years

Funds contributed Funds available Taxesdue Funds available after
Typeof IRA Contribution toIRA after 10 years inyear 10 tax in year 10
Deductible IRA..........ccceeveeeveenee. $1,000 $2,594 $2,594-(ty0) $2,594-(1-ty0)
ROthIRA......cceeeeee e $1,000-(1-t) $2,594-(1- 0 $2,594-(1-t)
to)
Traditional Nondeductible IRA ... $1,000-(1-to) $2,594-(1- $(2,594-1,000)- $2,594-(1-tp) —
to) (1-t)tyo $1,594- (1)t

Table 18.--Pattern of Income Tax Payments With Respect to Deductible IRA, Roth IRA, and
Traditional Nondeductible IRA Contributions

Tax paymentsin —

Type of IRA Contributions Current year Year 1-9 Year 10
Deductible IRA.........ccooieeeeeee e 0 0 $2,594-(t10)
ROtNTRA ... $1,000:(to) 0 0
Traditional Nondeductible IRA ...................... $1,000-(to) 0 $1,594-(1-to) tyo

Assumptions:
Taxpayer has $1,000 of pre-tax incometo invest in IRA, and the annual rate of return on IRA assetsis 10 percent.

to=marginal tax ratein year of IRA contribution.
t10=marginal tax rate in year of IRA withdrawal (year 10).



Sour ces of Complexity

The existence of multiple IRA options creates transactional complexity. A magor source
of this complexity isthe differing digibility rules for each type of IRA contribution, particularly
the income-based dligibility restrictions. Any given taxpayer may be eligible to make only
nondeductible contributions, both nondeductible contributions and Roth IRA contributions, or all
three types of IRA contributions (nondeductible, Roth IRA, and deductible). Thus, ataxpayer
wishing to make IRA contributions may need to understand three different sets of rules both to
determine eligibility to make contributions and to determine which type of contribution the
taxpayer wishes to make (if eligible for more than one type).

The adjusted gross income limits create additional complexities for taxpayers who make
IRA contributions before they file their tax return for the year.* Such taxpayers must estimate
their adjusted gross income to determine IRA €ligibility. If the taxpayer underestimates his or
her adjusted gross income, the taxpayer may in fact be indligible for the IRA contribution he or
she has made. In such a case, the taxpayer must withdraw the contribution (with earnings) or
face excise taxes on excess contributions.?*

The adjusted gross income limits a so create computational complexity. For afurther
discussion of the complexity caused by adjusted gross income phase-outs, see Section I1.C. of
this Part, above.

Recommendation for Simplification

The Joint Committee staff recommends that the income limits on eligibility
to make deductible IRA contributions, Roth IRA contributions, and
conversions of traditional IRAsto Roth IRAs should be eiminated.
Further, the Joint Committee staff recommends that the ability to make
nondeductible contributionsto traditional IRAs should be iminated.

The Joint Committee recommends staff that the age restrictionson digibility
to make IRA contributions should be the samefor all IRAS.

Taken together, the Joint Committee staff recommendations will reduce the number of
IRA options and conform digibility criteriafor remaining IRAS, thus smplifying taxpayers
savings decisions. > Taxpayers will no longer need to apply various rules to determine

0 1RA contributions may be made for a taxable year until the time for filing the
taxpayer's Federal tax return for the year, generally April 15" of the following year.

1 The excise tax is equal to six percent of the excess contributions and applies annually
to accumulated excess contributions that have not been withdrawn from the IRA by a specified
date. Sec. 4973.

2 The Joint Committee staff has made separate recommendations relating to the

minimum distribution rules and basis recovery rules applicable to qualified employer retirement
plans and IRAs. See Sections111.C.7. and D. of this Part, below. If adopted, these
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eligibility. Instead, taxpayerswill be able to focus on what tax-favored savings vehicle, if any,
they consider most appropriate for their circumstances.?®

The Joint Committee staff is recommending that the adjusted gross income limits relating
to IRAs be repealed as part of its general recommendation relating to income-based phase-outs,
which is discussed in Section I1.C. of this Part, above. Asexplained therein, the Joint Committee
staff believes that certain adjusted gross income phase-outs, including those relating to IRAS, are
intended to achieve progressivity, and that progressivity can be more simply achieved through
the rate structure.

Some argue that the adjusted gross income phase-outs relating to IRAS serve purposes
other than or in addition to progressivity. In particular, it isargued that eliminating the income
limits on deductible IRA contributions and Roth IRAs will have an effect on employer-
sponsored retirement plan coverage. In determining whether to adopt a tax-qualified pension
plan for its employees, one of the factors an employer may consider, particularly in the case of a
small business, is the tax-favored savings opportunities available to the owners of the business
outside of the qualified plan. The greater such opportunities, the less likely the business may be
to undertake the burdens and expense of aqualified plan. Thus, if al individuas, regardless of
income, are permitted to make deductible IRA or Roth IRA contributions, some businesses may
not adopt broad-based qualified plans. Although al employees would be digible to make IRA
contributions under the proposal, IRA participation has traditionally been lower among lower-
income individuals. Thus, thereisaconcern that if fewer employers adopt qualified retirement
plans as aresult of broadening IRA digibility, lower-income individuals will not have adequate
retirement saving. Others argue that providing universal availability of IRAsisnot likely to have
much of an impact on an employer’s decision to establish aqualified plan given the relatively
low IRA contribution limit under present law ($2,000 per year) compared to the tax-favored
savings opportunities under quaified plans (as much as $35,000 per year, depending on the type
of plan adopted).

Asacorollary to the Joint Committee staff recommendation that the income limits
applicable to IRAs be repealed, the Joint Committee staff recommends that the ability to make
nondeductible contributions to traditional IRASs be repealed. Nondeductible contributions were
initially adopted when the income limits on deductible IRAs were enacted in 1986 in order to
provide a tax incentive for discretionary retirement savings for all taxpayers.®* If theincome
limits on the ability to make deductible IRA contributions and Roth IRA contributions are
repeal ed, then permitting nondeductible contributions to traditional IRAS s no longer necessary--

recommendations would further conform the rules relating to deductible IRA contributions and
Roth IRAS.

3 Asmentioned above, Roth IRAs and deductible IRA contributions provide asimilar
tax benefit--exemption of the earnings. However, Roth IRAs effectively have a higher
contribution limit. To make the two vehicles economically more equivaent, the contribution
limit for deductible IRAs could be increased.

24 S, Rep. 99-313 (May 29, 1986), at 543.
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both deductible IRAs and Roth IRAs provide better economic benefits than nondeductible
contributions to traditional IRAS.

The Joint Committee staff recommends that the age restrictions on IRA contributions be
the same for all types of IRAs. There does not appear to be a strong policy reason for applying
different rulesto different types of IRAs, and eliminating this difference would make it easier for
taxpayers to choose which IRA vehicleis best.
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C. Qualified Retirement Plans
1. Adopt uniform definition of compensation for qualified retirement plans
Present L aw
|n general

Present law prescribes different required definitions of employee®® compensation for
different qualified retirement plan purposes.® These purposesinclude: (1) application of the
limits on contributions and benefits; (2) application of the limits on deductions for qualified
retirement plan contributions; (3) determination of highly compensated employees and key
employees; (4) determination of minimum benefits required under top-heavy plans; and (5)
application of the nondiscrimination and minimum coverage rules. Each definition of
compensation, and the purposes for which it is used, are described in detail below and
summarized in Table 13, following the Joint Committee staff’ s recommendation for
simplification.

Qualified retirement plans generally provide benefits based on employees compensation.
Accordingly, aqualified retirement plan usually contains a definition of compensation that is
used to determine benefits under the plan. A qualified retirement plan may, but generally is not
required to, use one of the prescribed definitions of compensation to determine benefits.?’ If the
plan does not base benefits on one of these definitions, compensation must be recalculated using
aprescribed definition in order to apply the qualified retirement plan requirements.

Section 415 compensation

Definition

Limits apply to the amount of contributions and benefits that can be provided under a
qualified retirement plan (sec. 415). The maximum contribution or benefit depends on the type
of plan and is the lesser of a specific dollar amount or a percentage of compensation.

S 1n the case of a self-employed individual who is treated as an employee under section
401(c)(1), compensation generally means the individual’ s earned income as defined in section
401(c)(2). No changes are recommended with respect to the definition of compensation of self-
employed individuals.

% The annual compensation that may be taken into account for qualified plan purposes,
including determining benefits under a plan, must also be limited to a specified amount
($170,000 for 2001). Secs. 401(a)(17) and 404(1).

247" Some plans must use a prescribed definition of compensation in determining benefits.
For example, plans that satisfy the nondiscrimination requirements on a safe-harbor basis must
use compensation as defined in the regulations. See Treas. Reg. secs. 1.401(a)(4)-2(b) and
1.401(a)(4)-3(b). See also, the discussion of SIMPLE plans in this Part.
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Compensation is generally defined for this purpose as the compensation from the
employer that isincludible in the income of the participant for the year, plus certain elective
contributions that are not included in gross income.*® Under Treasury regulations, the general
definition of compensation includes amounts that are currently included in gross income and
excludes amounts that are not. However, the regulations deviate from that general definition for
certain types of compensation such as restricted stock and moving expense reimbursements.**
The regulations also provide aternative definitions of compensation based on compensation that
is subject to income tax withholding or for which the employer must provide awritten statement
to the employee® Form W-2 is the means by which the employer provides the employee with a
written statement.®*

Other purposes for which section 415 compensation is used

The amount of an employee’ s compensation is used to determine status as a highly
compensated employee for purposes of various nondiscrimination provisions or status as a key
employee for purposes of the top-heavy provisions.®* If aplan istop heavy, the plan must
provide each non-key employee with a minimum benefit of a specified percentage of
compensation.” In addition, the employer’s deduction for contributions to one or more
qualified retirement plansfor ayear islimited to a certain percentage of total compensation of all
participants for the year.®

The definition of compensation that applies for purposes of the limits on contributions
and benefits applies also for purposes of the determination of highly compensated employee or
key employee status, and the cal culation of top-heavy minimum benefits® Thus, the various

8 Sec. 415(c)(3)(D). The limit that applies to a defined contribution plan is based on a
percentage of the employee’ s compensation for the year. The limit that appliesto a defined
benefit plan is based on a percentage of the employee’ s highest average compensation for any
three consecutive years.

9 Treas. Reg. sec. 1.415-2(d)(2) and (3).
#0 Treas. Reg. sec. 1.415-2(d)(11).

#L 1n general, the employer must provide awritten statement to the employee showing
the compensation from the employer that isincluded in the employee’ sincome for the calendar
year. The employer must aso provide the employee with awritten statement showing the cost of
group-term life insurance coverage included in the employee’ sincome for the calendar year.
Form W-2 is used for these purposes.

%2 Secs. 414(q) (highly compensated employee) and 416(i)(1) (key employes).
3 Sec. 416(c).
24 Sec. 404(a)(3)(A)(i) and (a)(7).

25 See sec. 414(q)(4), which cross references sec. 415(c)(3), sec. 416(i)(1)(D), which
cross references sec. 414(q)(4), and Treas. Reg. sec. 1.416-1, T-21, M-2, and M-7.
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definitions of compensation under the regulations are available also for those other purposes. In
addition, elective contributions are included in compensation for those purposes. The same
definition of compensation generally applies for purposes of the limits on deductions; however,
elective contributions are not included in compensation for deduction limitation purposes.

Section 414(s) definition of compensation

Definition

The qualified retirement plan rules include a definition of compensation for purposes of
the application of the various nondiscrimination requirements.® This definition generally is
based on the definition of compensation that applies for purposes of the limits on contributions
and benefits, but the employer may elect not to include elective contributions.®’  In addition, the
use of alternative methods of determining compensation is authorized to the extent that the use of
an alternative method does not discriminate in favor of highly compensated employees.®®

Treasury regulations permit as safe harbors (1) the use of the general definition or any of
the alternative definitions of compensation prescribed for purposes of the limits on contributions
and benefits (for exanple, compensation subject to income tax withholding) or (2) the use of one
of those definitions reduced by all of the following: expense reimbursements and allowances,
fringe benefits, moving expenses, deferred compensation and welfare benefits.®  In addition,
any of those permissible definitions may be modified to include particular types of contributions
and deferrals or to exclude any portion of the compensation of some or al of the highly
compensated employees.*®

As an alternative to the safe harbor definitions, the regulations permit the use of any
definition that (1) does not by design favor highly compensated employees, (2) is reasonable
within the meaning of the regulations, and (3) satisfies the nondiscrimination requirement in the
regulations.®* The nondiscrimination requirement generally involves a comparison of the
average percentage of total compensation included in the alternative definition for the
employer’s highly compensated employees as a group with the average percentage of tota
compensation included for the nonhighly compensated employees as a group.

Subject to certain requirements and limitations, the regulations permit the use of an
employee’s “rate of compensation,” i.e., the employee’ s compensation according to a pay scale

26 Sec. 414(s).

»7 Sec. 414(s)(1) and (2).

28 Sec. 414(s)(3).

9 Treas. Reg. sec. 1.414(s)-1(c)(2) and (3).
0 Treas. Reg. sec. 1.414(s)-1(c)(4) and (5).

%L Treas. Reg. sec. 1.414(s)-1(d).
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or schedule, rather than the employee’ s actual compensation, as well as an employee’s
compensation from a prior employer or imputed compensation under a defined benefit plan.

Purposes for which section 414(s) compensation is used

The definition of compensation prescribed in section 414(s) applies for purposes of
provisions that specifically refer to that statutory definition. For example, in addition to the
nondi scrimination requirements, the minimum coverage requirements refer to the statutory
definition. %

Definition of compensation for SIMPL E plans®®®

Definition

SIMPLE plans automatically satisfy certain qualification requirements by using a
statutorily prescribed plan design, including a prescribed definition of compensation. For this
purpose, compensation of an employee means amounts that are subject to income tax
withholding, elective deferrals, and amounts deferred under an eligible deferred compensation
plan.® These amounts are generally shown on the employee’s Form W-2.

Purposes for which the SIMPLE definition is used

Employee compensation is relevant for purposes of several aspects of the prescribed
design of aSIMPLE plan. An employee must be able to choose between elective contributions
to the plan and receiving cash, and the amount of e ective contributions must be expressed as a
percentage of the employee’ s compensation. The employer must also make matching
contributions to the plan, which may not exceed a specified percentage of compensation. Asan
alternative to matching contributions, the employer may make nonelective contributions of a
specified percentage of compensation.

In order to be eligible to maintain a SIMPLE plan, the employer must have no more than
100 employees who received compensation of at least $5,000 in the preceding year. In addition,
participation in the plan must be available to all employees who received compensation of at
least $5,000 in any two preceding years and are reasonably expected to receive compensation of
at least $5,000 during the year.

The definition of compensation described above must be used in applying all of these
SIMPLE plan requirements.

%2 See, e.g., secs. 401(a)(5)(B) and 410(b)(2)(C)(i).
%3 Secs. 408(p) and 401(k)(11).

% Sec. 408(p)(8)(A)(i). This definition applies also for purposes of a SIMPLE section
401(k) plan under section 401(k)(11)(D)(i).
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Periodsfor deter mining compensation

Compensation for qualified retirement plan purposesis generally determined on the basis
of atwelve-month period. Although typically the calendar year is used, a different twelve-month
period may be permitted or required. For example, if aqualified retirement plan uses a plan year
other than the calendar year, or if the employer uses a taxable year other than the calendar year,
the plan year or the employer’ s taxable year may be the relevant period for determining
compensation. In addition, different periods may apply for different purposes, so that, even if
the same basic definition of compensation is used, compensation would have to be recal cul ated
using the appropriate period.

Sour ces of Complexity

Present law is complex in that it contains different definitions of compensation for
different purposes and minor variations within each definition that have little substantive effect.
In addition, some of the itemsthat are included or not included under a particular definition are
not reflected on the employee’s Form W-2, and the amount of those itemsis not easily
ascertainable. The use of different definitions for purposes of applying the qualified retirement
plan requirements and for determining benefits under the plan and the use of different periods for
determining compensation create further complexity.

Recommendation for Simplification

The Joint Committee staff recommendsthe use of a single definition of
compensation for all qualified retirement plan purposes, including
determining plan benefits. The uniform definition would be all
compensation provided to an employee by the employer for which the
employer isrequired to furnish the employee awritten statement on Form
W-2, plus eective contributions.?®®

Under the Joint Committee staff’ s recommendation, the uniform definition would be used
in determining whether a plan meets the qualification requirements, in applying other qualified
retirement plan rules, such as deduction limits, and in determining contributions or benefits
under the plan.”® Use of the amounts shown on Form W-2, which are based on the calendar
year, would mean that compensation would be determined by reference to the calendar year. If a
different period applies for a particular purpose, such as the plan year or the employer’ s taxable

%% Elective contributions include employee elective contributions to a section 401(k)
plan, a SIMPLE plan, asaary reduction simplified employee pension, a tax-sheltered annuity
plan, an eligible deferred compensation plan, or a cafeteria plan, as well as amounts that are used
at the election of the employee to provide qualified transportation fringe benefits. Most of these
amounts are listed on the employee’ s Form W-2 under present law.

2% 1t may be appropriate to permit an employee’ s compensation from a prior employer

or imputed compensation to be used under a defined benefit plan in certain cases as currently
permitted under the regulations.
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year, the amount of compensation to be used would be compensation for the calendar year
ending within the relevant period.

The recommendation would eliminate the need to determine different amounts of
compensation for different purposes or different periods. In addition, benefits would be based on
the same amount of compensation used in applying the qualified retirement plan rules.

Moreover, because the definition is based on the amount of compensation for which the
employer provides the employee awritten statement on Form W-2 (and a copy of whichisfiled
with the employee’ stax return), the proper amount of compensation can be easily ascertained.

Requiring the use of a statutory definition of compensation in determining benefits under
aqualified retirement plan would in some cases limit the flexibility available under present law.
For example, qualified retirement plans sometimes base benefits on the employees
compensation under apay scale or pay schedule rather than on actual compensation. In such a
case, the plan would have to be amended to include the uniform definition, and additional
changes could be required to maintain the same level of benefits. However, the loss of flexibility
would be offset by reduced complexity in qualified retirement plan compliance and
administration. 1n addition, eliminating differences between the amount of compensation shown
on an employee's Form W-2 and the amount of compensation used to determine benefits could
have the ancillary effect of making it easier for employees to understand the benefits to which
they are entitled.
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Table 13.--Definitions Of Compensation For Qualified Retirement Plan Purposes

DEFINITION USE

415 compensation:
- Current includible with € ective contributions.
Modified current includible with eective contributions.
W-2 with elective contributions.
Modified W-2 with € ective contributions.
Wages for income tax withholding with elective contributions.

404 compensation (415 compensation without elective contributions):
Current includible without e ective contributions.
Modified current includible without elective contributions.
W-2 without elective contributions.
Modified W-2 without elective contributions.
Wages for income tax withholding without elective contributions.
414(s) compensation:

- Current includible with elective contributions and fringe benefits.
Current includible without elective contributions and fringe benefits.
Current includible without elective contributions and with fringe
benefits.

Current includible with e ective contributions and without fringe
benefits.

Modified current includible with elective contributions and fringe
benefits.

Modified current includible without elective contributions and fringe
benefits.

Modified current includible without elective contributions and with
fringe benefits.

Modified current includible with elective contributions and without
fringe benefits.

W-2 with elective deferrals and fringe benefits.

W-2 without elective contributions and fringe benefits.

W-2 without € ective contributions and with fringe benefits.

W-2 with elective contributions and without fringe benefits.
Modified W-2 with elective contributions and fringe benefits.
Modified W-2 without el ective contributions and fringe benefits.
Modified W-2 without el ective contributions and with fringe
benefits.

Modified W-2 with elective contributions and without fringe
benefits.

Must be used to determine sec.
415 benefit and contribution
limits, minimum top heavy
benefits, HCE status and key
employee status.

May be used for benefit
accrual purposes.

Must be used to determine
deduction limit.

May be used for benefit
accrual purposes.

Must be used for application of
nondiscrimination
requirements and average
benefits test for minimum
coverage compliance.

May be used for benefit
accrual purposes.
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Table 13.--Definitions Of Compensation For Qualified Retirement Plan Purposes
(continued)

DEFINITION USE
Wages for income tax withholding with elective contributions and
fringe benefits.
Wages for income tax withholding without e ective contributions
and fringe benefits.
Wages for income tax withholding without e ective contributions
and with fringe benefits.
Wages for income tax withholding with elective contributions and
without fringe benefits.
Any 415 definition modified with respect to a category that is
applied consistently to all employees (e.g., bonuses, overtime) if the
average included percentage of compensation for the HCEs is not
more than a de minimis amount greater than the same percentage for
the NHCEs.
Regular or basic rate of pay (rather than actual pay) if the average
included percentage of compensation for the HCES is not more than
ade minimis amount greater than the same percentage for the

NHCEs.
408(p) (SIMPLE) compensation Must be used for SIMPLE plan
Wages for income tax withholding with elective deferrals and purposes.
section 457 deferrals.

2. Modificationsto minimum coverage and nondiscrimination rules
Present L aw
In general

The requirements for qualified retirement plans are aimed generally at providing
retirement security. Many of the requirements serve to protect the benefits that are provided to
employees®’ In addition, because lower-income individuals typically save less than higher-
income individuals, several of the qualified retirement plan requirements are designed to assure
that benefits provided under qualified retirement plans are not weighted too heavily in favor of
highly compensated employees. Specifically, the minimum coverage rules, the general rule
prohibiting discrimination in contributions or benefits, and the top-heavy rules measure different,
but interrelated aspects of a qualified retirement plan’s delivery of benefits.?®

%7 For example, the vesting, accrual, and anticutback requirements (sec. 411) or the
minimum funding requirements (sec. 412).

%8 See sec. 410(b) (minimum coverage rules), sec. 401(a)(4) (requiring that the
contributions or benefits under a plan not discriminate in favor of highly compensated

173



The minimum coverage rules seek to assure that the group of employees benefiting under
aplan is an acceptable combination of highly compensated employees and nonhighly
compensated employees. The prohibition against discrimination in contributions or benefits
(“genera nondiscrimination rule”) seeks to assure that the benefits provided to nonhighly
compensated employees for ayear isroughly comparable to the benefits provided to highly
compensated employees for that year.”® The top-heavy rules seek to assure that, if too much of
the cumulative benefits under a plan are provided to key employees, other employees receive at
least a minimum benefit.

Minimum cover age

In general

The group of employees covered under a qualified retirement plan must include a
minimum percentage of the employer’s nonhighly compensated employees?® The minimum
percentage is generally determined by reference to the percentage of highly compensated
employees who benefit under the plan. Two tests are available for satisfying the minimum
coverage requirement: the ratio percentage test and the average benefits test.

Ratio percentage test

Under the ratio percentage test, the percentage of the employer’ s nonhighly compensated
employees who benefit under the plan and the percentage of the employer’ s highly compensated
employees who benefit under the plan are determined. The ratio of the two percentages (“ratio
percentage’) is determined by dividing the nonhighly compensated employee percentage by the
highly compensated employee percentage. If the ratio percentage is at least 70 percent, the plan
satisfies the ratio percentage test and, therefore, the minimum coverage requirement.

employees), and sec. 416 (top-heavy rules). The term “nondiscrimination requirements’ is
sometimes used to refer to al these requirements as agroup. Various other provisons are aimed
at ensuring that plans are nondiscriminatory or otherwise relate to the nondiscrimination rules,
including the limit on annual compensation (sec. 401(a)(17)), the minimum participation
requirements (sec. 401(a)(26)), the permitted disparity rules (sec. 401(1)), the special
nondiscrimination rules for 401(k) plans (sec. 401(k)(3)), the rules for matching contributions
and employee contributions (sec. 401(m)), the definition of highly compensated employee (sec.
414(q)), the separate line of business rules (sec. 414(r)), and the definition of compensation (sec.
414(9)).

%9 The rel ationship between the minimum coverage rules and the prohibition on
discrimination in contributions or benefitsis discussed further in S. Rep. 99-313 (May 29, 1986),
at 592.

20 For purposes of the nondiscrimination requirements, al the employees of members of
acontrolled group or an affiliated service group are treated as employed by a single employer,
and leased employees are treated as employees of the business to which they are leased. See sec.
414(b), (c), (m) and (n).
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The ratio percentage test can be most easily understood using an example of a plan that
coversal the employer’s highly compensated employees. In that case, the percentage of highly
compensated employees covered is 100 percent. Aslong asthe plan covers at least 70 percent of
the employer’ s nonhighly compensated employees, the plan’ s ratio percentage will be at least 70
percent and the plan will satisfy the ratio percentage test. However, if aplan covering 100
percent of the highly compensated employees covers less than 70 percent of the nonhighly
compensated employees, the plan will not satisfy the minimum coverage requirements by means
of the ratio percentage test.

Average benefits test

If aplan does not satisfy the ratio percentage test, it must satisfy the average benefits test,
which includes several components. First, the classification of employees covered by the plan
(such as hourly employees or employees of a particular division) must be reasonable and reflect
objective business criteria. In addition, the ratio percentage of the plan must exceed a threshold
established under regulations. The threshold depends on the percentage of nonhighly
compensated employees in the employer’ s workforce as awhole (* nonhighly compensated
employee concentration percentage”). The higher the nonhighly compensated employee
concentration percentage, the lower the required ratio percentage for the plan.””*  In some cases,
additional facts and circumstances must be considered. The last component, called the “average
benefit percentage test” under the regulations, requires an analysis of the benefits provided to
employees under the employer’ s qualified retirement plans.

The average benefit percentage test involves three determinations: (1) individual benefit
percentages for the employees, that is, the employee’ s benefits as a percentage of the employee's
compensation; (2) average benefit percentages for the group of nonhighly compensated
employees and the group of highly compensated employees; and (3) the ratio of the average
percentages for the groups. For this purpose, benefits provided under al of the employer’s plans
and all of the employeesin the workforce, even those not covered by any plan, are taken into
account. The test requires that the average benefit percentage of the nonhighly compensated
employees must be at least 70 percent of the average benefit percentage of the highly
compensated employees.

General nondiscrimination rules

In general

The contributions or benefits provided under a qualified retirement plan must not
discriminate in favor of highly compensated employees. Treasury regulations provide detailed
and exclusive rules for determining whether a plan satisfies the general nondiscrimination
rules. > Under the regulations, the amount of contributions or benefits provided under the plan,
all benefits, rights and features offered under the plan, and the timing of plan amendments must

2"l See Treas. Reg. sec. 1.410(b)-4(c)(4)(iv) for atable of nonhighly compensated
employee concentration percentages and related ratio percentages.

22 Treas. Reg. secs. 1.401(a)(4)-1 through 1.401(a)(4)-13.
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betested. The regulations provide that both the form of the plan and the effect of the planin
operation determine whether the plan is nondiscriminatory.

Safe harbors and general tests

The regulations offer severa plan designs that satisfy the general nondiscrimination rules
on asafe-harbor basis so that little or no testing isrequired. Safe harbors are available for
defined contribution plans, defined benefit plans, target benefit plans, and cash balance plans.?”
The safe harbors for defined contribution plans and defined benefit plans involve plan designs
that generally provide contributions or benefits that are a uniform percentage of compensation,
taking into account permitted disparity (discussed below).? The requirements of the safe
harbors are very detailed.

If a plan does not satisfy one of the safe harbors, it is subject to the general tests provided
in the regulations.”® These general tests are very complicated. Like the average benefit
percentage test, they involve a determination of individual contribution or benefit rates for
employees in the plan and a comparison of the rates of the highly compensated employees and
the nonhighly compensated employees. ”® Although average benefit rates for the two groups are
compared under the average benefit percentage test, the general nondiscrimination tests compare
the rates for individual employees. A plan passes the general test if, for each contribution or
benefit rate that applies to a highly compensated employee, the same rate (or a higher rate)
appliesto a sufficient number of nonhighly compensated employees to make up a group that
satisfies the minimum coverage requirements. In the case of a defined benefit plan, the genera
test applies twice, once on the basis of the normal retirement benefits provided under the plan
and again on the basis of the other benefits (such as early retirement benefits) that are actuarially
the most valuable benefits provided under the plan.

Generally, the general test for contribution rates applies to a defined contribution plan,
and the general test for benefit rates applies to a defined benefit plan. However, the regulations
also permit a defined contribution plan to be tested on an equiva ent benefits basis or a defined
benefit plan to be tested on an equivalent contributions basis. The regulations also provide rules
for the case where a defined contribution plan and a defined benefit plan are aggregated for
purposes of the minimum coverage requirements and, as aresult, are tested as a single plan for
nondiscrimination purposes, as discussed below.

B See Treas. Reg. secs. 1.401(a)(4)-2(b), 1.401(a)(4)-3(b), 1.401(a)(4)-8(b)(3), and
1.401(a)(4)-8(c)(3).

" See secs. 401(8)(5)(B) and (C).
2P See Treas. Reg. secs. 1.401(a)(4)-2(c) and 1.401(a)(4)-3(c).

2% Under the regulations, the rules for determining employees’ contribution and benefit
rates under the general tests apply also for purposes of the average benefit percentage test. The
average benefit percentage test takes into account all employees in the workforce, even those
who do not benefit under any plan.
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Permitted disparity

The general nondiscrimination rules generally prohibit a plan from providing
contributions or benefits that discriminate in favor of highly compensated employees. The
permitted disparity rules provide an exception under which higher contributions or benefits can
be provided to higher-paid employees without violating the general nondiscrimination rules.?”

The rationale for permitted disparity liesin the design of the Social Security system,
under which an employer pays Social Security taxes on an employee’ s compensation and, as a
result, is considered to provide a portion of the employee’s Social Security benefits.?® Because
Socia Security taxes and benefits are based on an employee’ s compensation only up to the wage
base, permitted disparity allows the employer to provide higher (that is, disparate) contributions
or benefits with respect to the portion of an employee’ s compensation that is not taken into
account under the Social Security system.

The permitted disparity provisions contain separate rules for defined contribution plans
and defined benefit plans. The amount of disparity that is permitted under a defined contribution
plan is based roughly on the rate at which the employer pays Socia Security taxes; the amount of
disparity that is permitted under a defined benefit plan is based roughly on the rate at which
Socia Security benefits replace earnings.

Treasury regulations provide rules under which permitted disparity can be incorporated
into the design of a defined contribution plan or a defined benefit plan that uses a safe harbor
under the general nondiscrimination rules.® The general nondiscrimination regulations also
provide rules for imputing permitted disparity as part of the general nondiscrimination tests.”®
Permitted disparity may be imputed also in conjunction with cross-testing (discussed below) and
in determining benefit rates for purposes of the average benefit percentage test.

2" Secs. 401(a)(5)(C) and 401(l).

2" The employee also pays Social Security taxes on his or her compensation, at the same
rate as the employer.

" Before the Tax Reform Act of 1986, the methods by which contributions or benefits
under aqualified retirement plan were integrated with the Social Security system were provided
in Rev. Rul. 71-446, 1971-2 C.B. 187. The Tax Reform Act of 1986 amended section 401(1) to
provide permitted disparity rules for defined contribution and defined benefit plans, in place of
the integration rules. For the history of integration and permitted disparity and a discussion of
the Social Security system as arationale for these rules, see PatriciaA. Dilley, The Evolution of
Entitlement: Retirement Income and the Problem of Integrating Private Pensions and Social
Security, 30 Loy. L.A. L. Rev. 1063 (April 1997).

0 Treas. Reg. secs. 1.401(1)-1 through 1.401(1)-6.

%L Treas. Reg. sec. 1.401(a)(4)-7. These regulations provide formulas that mimic the
maximum disparity that could be provided under the plan and that are used in determining
contribution or benefit rates under the general test.

177



Rules common to minimum cover age and gener al nondiscrimination rules

Because of the interaction between the minimum coverage requirements and the general
nondiscrimination rules, some aspects of the rules are relevant for both purposes.

Excludable employees

An employer is permitted to exclude from a plan employees who either are under age 21
or have been employed for less than ayear (“excludable employees’).? Alternatively, the
employer may use alower age or service requirement, or none at al, to determine eligibility for
the plan. For example, the employer may cover all employees age 21, regardless of their service,
or the employer could cover al employees who have been employed for 6 months, regardless of
their ages.

If the employer does not cover excludable employeesin the plan, they are disregarded in
applying the minimum coverage requirements and the genera nondiscrimination rules. If the
employer covers any excludable employeesin the plan, two options apply. First, the plan may
be tested by taking into account all employees in the workforce who meet the plan’s eligibility
reguirements. Second, the portion of the plan covering nonexcludable employees may be tested,
taking into account all the nonexcludable employees in the workforce, and the portion of the plan
covering excludable employeesiis tested separately, taking into account all the excludable
employeesin the workforce who meet the plan’s eigibility requirements.

Separate line of business

Under a special rule, an employer that operates separate lines of business may apply the
minimum coverage requirements to a plan separately with respect to the employeesin each
separate line of businessif the plan satisfies a“ gateway” requirement that takes into account the
ratio percentage of the plan determined by reference to the entire workforce.

Aqaregation of plans

Separate plans may be aggregated and treated as a single plan in applying the minimum
coverage requirements. For example, an employer with different divisions might have separate
plans for the employeesin each division. If adisproportionate number of the highly
compensated employees work in one division, the plan for that division might not satisfy the
minimum coverage requirements, so the plans may be aggregated and tested together. Plans that
are aggregated for purposes of the minimum coverage requirements must aso be aggregated and
tested together for purposes of applying the general nondiscrimination rules.

If the plans being aggregated are all defined contribution plans, the amount of
contributions under the plansis easily determined. Similarly, if al are defined benefit plans, the
amount of benefits under the plansis easily determined. However, if the aggregated plans
include both defined contribution plans and defined benefit plans, a mechanism is needed to
equate contributions and benefits. This mechanism is needed a so to apply the average benefit

%2 Sec. 410(a).
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percentage test in cases where the employer maintains both a defined contribution plan and a
defined benefit plan. The cross-testing rules, discussed below, provide this mechanism.

Cross-testing

The regulations provide a mechanism, called “cross-testing,” by which amounts allocated
to employees under a defined contribution plan are converted to equivalent benefits or amounts
accrued for employees under a defined benefit plan are converted to equivalent contributions.”®
Cross-testing can be used in testing the amount of contributions or benefits provided under a plan
or in applying the average benefit percentage test under the minimum coverage rules.

The cross-testing rules were developed in the early 1990 s in conjunction with the
implementation of changes made to the qualified retirement plan provisions under the 1986 Act.
Before 1986, the IRS had issued administrative guidance for determining whether contributions
under a defined contribution plan and benefits under a defined benefit plan were comparable. #*
The comparability procedures applied when a defined contribution and a defined benefit plan
were aggregated for purposes of applying the minimum coverage and the nondiscrimination
requirements, but the guidance did not specifically limit their applicability to that situation.
Similarly, the legidative history of the 1986 Act discusses the use of comparability procedures
(with certain modifications) for purposes of the average benefit percentage test and in applying
the nondiscrimination requirements to two or more plans that are aggregated for purposes of the
minimum coverage requirements.”

Under the current regulations, cross-testing is not limited to cases in which a defined
contribution plan and a defined benefit plan are aggregated for minimum coverage and
nondiscrimination purposes. Accordingly, cross-testing may be used to apply the genera test to
asingle defined contribution plan on an equivalent benefits basis or to a single defined benefit
plan on an equivaent contributions basis.

Asaresult of the actuarial computations and assumptions used in cross-testing, if the
same amount of contributionsis provided to a younger employee and to an older employee, the
equivalent benefits at normal retirement age for the younger employee are considered greater
than those for the older employee. Similarly, a smaller contribution for a younger employee and
alarger contribution for an older employee are considered to result in the same (or comparable)
equivaent benefits at normal retirement age. Because the highly compensated employeesin a
business tend to be older, cross-testing can alow an employer to provide higher contributions for
highly compensated employees without failing the nondiscrimination requirements. Employee
benefit advisors have developed a plan design, called a*“ new comparability plan,” that uses the

3 For testing purposes, the regulations consider allocations, that is, the particular
amounts of the employer’ s contributions to the plan that are allocated to employees’ individual
accounts. For ease of reference, the term “ contributions” is used in this discussion.

24 Rev. Rul. 81-202, 1981-2 C.B. 93.

% See H. Rep. 99-841 (September 18, 1986), at 11-411, 11-413-414, 11-415, and S. Rep.
99-313 (May 29, 1986), at 577, 582.
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cross-testing rules to provide maximum contributions to highly compensated employees while
providing fairly small contributions to nonhighly compensated employees.

The use of cross-testing with respect to a single defined contribution plan has been
debated off and on since the cross-testing rules were issued in proposed form in 1990. The
Treasury Department and the IRS considered whether to limit the use of cross-testing in the final
regulations, but decided not to do so. After fina regulations were issued, the possibility of
legidlative restrictions on the use of cross-testing was raised, but none were enacted.

In February 2000, the Treasury Department and the IRS announced the initiation of a
review of issues related to the use of cross-testing by new comparability plans and requested
public comments.® Proposed regulations dealing with cross-tested plans wereissued in
October 2000.2® |n order for adefined contribution plan to be cross-tested under the proposed
regulations, the plan must provide broadly available alocation rates (as defined in the
regulations) or must satisfy a gateway requirement. Under the gateway requirement, nonhighly
compensated employees must receive contributions at arate at least 1/3 of the highest rate
applicable to a highly compensated employee or at arate of at least five percent. The regulations
also provide new rules for situations in which a defined contribution plan and a defined benefit
plan are aggregated for testing purposes to assure that the requirements for cross-testing defined
contribution plans are not circumvented.

Top-heavy reguirements

In general

Under present law, atop-heavy planisaqualified retirement plan under which
cumulative benefits are provided primarily to key employees.® More precisely, a defined
benefit plan istop-heavy if more than 60 percent of the cumulative accrued benefits under the
plan are for key employees. A defined contribution plan istop heavy if the sum of the account
balances of key employees is more than 60 percent of the total account balances under the plan.

A qualified retirement plan that is top-heavy must provide (1) minimum employer
contributions or benefits for plan participants who are nonkey employees and (2) more rapid
vesting for plan participants who are nonkey employees. All qualified retirement plans must
provide that more rapid vesting will apply and minimum contributions or benefits will be
provided to employeesif the plan becomes top-heavy.

% An Internet search of the term “new comparability plan” generates links to the Web
sites of various employee benefit companies promoting new comparability plans on this basis.

%7 Notice 2000-14, 2000-10 |.R.B. 737.
%8 Prop. Tres. Reg. sec. 1.401(a)(4)-8(b)(1).

% The definition of key employeeis discussed in detail in Part I11.C.4.

180



Sour ces of Complexity

Complexity results from having multiple nondiscrimination requirements with smilar
purposes, i.e., assuring appropriate benefit delivery to all employees of an employer.
Complexity also results because there are many possible ways to satisfy each of the separate
nondiscrimination rules. Although ssimple plan designs will automatically satisfy all
nondiscrimination rules without the need for testing, e.g., a plan that covers all nonexcludable
employees and that provides the top-heavy minimum benefit and vesting schedule, many
employers do not wish to adopt a ssmple plan design or find it economically impractical.

For example, an employer’ s business may include different divisionsin different
geographical locations or in different lines of business. 1n such cases, a simple plan structure for
all employees of the employer may not reflect business considerations, including benefit costs
and market conditions. An employer’s business may a so include different divisions acquired
through mergers, acquisitions, or smilar transactions. In such cases, a plan maintained by the
predecessor employer may not be the same as the employer’s plan. In these types of
circumstances, employers will not find it feasible to adopt a simple plan design, and will
generaly use individually designed plans, necessitating the use of complicated testing rules.

Some employers may wish to favor highly compensated employees more than would be
possible under simpler plan designs that reduce testing requirements. Thus, in some cases,
employers may prefer to take advantage of the ability to provide a greater disparity of benefits
that more complicated nondiscrimination testing permits.

In other cases, employers may wish to take advantage of safe harbor rules, but find that
they may not. The requirements of safe harbors are detailed, and even minor variations from the
prescribed design will preclude an employer from relying on the safe harbor.

Particular aspects of the rules have led to the development of other complicated rules.
For example, the ability to aggregate different plans for testing purposes and has led to the
development of the cross-testing rul es, which involve complex computations requiring the use of
sophisticated actuarial principles and assumptions.

The nondiscrimination tests generally involve complicated calculations, particularly for
plans that do not use the ratio percentage test. Use of the ratio percentage test avoids the need to
calculate benefit and contribution percetnages, and possibly convert benefits to contributions or
vice versa, asis necessary when the average benefitstest is used to show compliance with the
minimum coverage requirements.

Complexity aso arises because many of the nondiscrimination rules are provided in
regulations. Thus, the rules are subject to change. For example, as described above, the extent
to which cross-testing may be used has been the subject of debate and changing rules.

Recommendation for Simplification

The Joint Committee staff recommendsthat theratio per centage test under
the minimum cover age rules should be modified to allow more plansto use
thetest. In addition, the Joint Committee staff recommendsthat excludable
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employees should be disregarded in applying the minimum cover age and
general nondiscrimination rules. Finally, the Joint Committee staff
recommends that the extent to which cross-testing may be used should be
specified in the Code.

Minimum cover age

Modification of ratio percentage test

Under the Joint Committee staff recommendation, if the nonhighly compensated
employee concentration percentageis at least 60 percent, the plan covers areasonable
classification of employees (under present law rules), and the plan’s ratio percentage exceeds a
certain threshold, the plan would satisfy the ratio test without the need to apply the average
benefit percentage test. The necessary ratio percentage would depend on the nonhighly
compensated employee concentration percentage as shown in the following table.

Nonhighly Compensated
Employee Concentration Ratio Percentage
L ess than 60% 70% *
60-79% 65%
80-99% 60%

* Thisisthe ratio percentage required to satisfy the ratio percentage test under present
law, which would not change under the recommendation.

The Joint Committee staff recommendation would enable more plans to satisfy the
minimum coverage requirements without the need to perform the complex computations and
anaysisinvolved in the average benefit percentage test. At the sametime, eliminating the
average benefit percentage test only if the nonhighly compensated employee concentration
percentage and the plan’ s ratio percentage meet certain thresholds will limit the change to plans
that are likely to satisfy the average benefit percentage test under present law.

Disregard of excludable employees

The Joint Committee staff recommends that excludable employees should be disregarded
in applying the minimum coverage and genera nondiscrimination requirements even if some or
all of them are covered by the plan. Under the recommendation, excludable employees would
not be taken into account in testing the plan as a whole and the portion of the plan covering
excludable employees would not be subject to separate testing.

Excludable employees who are covered by a plan tend to be asmall portion of aplan’s
coverage and generally do not affect the results of minimum coverage and nondiscrimination
testing. Requiring excludable employees to be tested thus generally serves smply to make the
testing process more complicated. In addition, offering two testing options further complicates
the testing by making it necessary in some cases for the test to be applied twice in order to
determine which is more beneficial. The recommendation would ssimplify the testing by
disregarding excludable employeesin all cases.
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Codification of the cross-testing rules

Besides the complexity inherent in the cross-testing rules, there continue to be questions
about the extent to which cross-testing should be permitted, particularly in the context of asingle
plan. Asdiscussed above, the 1986 legidative history could be read to suggest that cross-testing
should apply only in the case of combined plans or average benefits testing. Moreover, to the
extent that cross-testing appears to be used in some cases merely to provide better benefits to
highly compensated employees, cross-testing could be considered not only complicated, but also
contrary to the policy behind the nondiscrimination requirements. These issues and the resulting
uncertainty about the ongoing validity of the cross-testing rules makesiit difficult for employers
and their advisors to make decisions about proper plan designs.

The Joint Committee staff recommends that the cross-testing rules be codified. The Joint
Committee staff also recommends that, in connection with codifying the cross-testing rules, the
purposes for which the cross-testing rules may be used should be clarified. Thiswill provide
certainty and stability in the design of qualified retirement plans that are based on the cross-
testing rules by eliminating questions as to whether the rules will continue to be available.

Structural issues

The Joint Committee staff believes that further simplification could be achieved by
eliminating some nondiscrimination rules or making significant changesto therules. For
example, in the course of this study, the Joint Committee staff considered proposals to eliminate
the ability to provide disparate benefits under the permitted disparity rules and to eliminate the
top-heavy rules. However, all the nondiscrimination rules are based on separate policy rationales
asreflected in the legidlative history for each provision. In addition, radical changesto the rules
could affect benefit levels for various employees. Thus, such changes would involve policy
ramifications that are beyond the scope of this study.

3. Apply uniform vesting requirementsto all qualified retirement plans
Present L aw
In general

Under present law, aplan is not a qualified retirement plan unless a participant’s
employer-provided benefit vests at least as rapidly as under one of two aternative minimum
vesting schedules®® A plan satisfies the first schedule if a participant acquires a nonforfeitable
right to 100 percent of the participant’s accrued benefit derived from employer contributions
upon the completion of five years of service. A plan satisfies the second schedule if a participant
has a nonforfeitable right to at least 20 percent of the participant’s accrued benefit derived from
employer contributions after three years of service, 40 percent after four years of service, 60
percent after five years of service, 80 percent after six years of service, and 100 percent after
seven years of service.

20 Sec. 411(a).
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If an employee terminates employment before being fully vested and later returnsto
employment with the same employer or of a member of the employer’ s controlled group, special
rules apply to determine the employee’'s period of service for vesting purposes. The rules depend
on whether the employee was nonvested or partially vested before termination and how long the
employee was absent from service. In some cases, years of service before the termination must
be taken into account for vesting purposes when the employee returns.

Top-heavy vesting

If aqualified retirement plan is top-heavy, the plan must provide more rapid vesting for
plan participants who are nonkey employees, under one of two aternative minimum vesting
schedules.®' Under the first schedule, a participant acquires a nonforfeitable right to 100 percent
of the participant’ s accrued benefit derived from employer contributions upon the completion of
three years of service. Under the second schedule, a participant has a nonforfeitable right to at
least 20 percent of the participant’s accrued benefit derived from employer contributions after
two years of service, 40 percent after three years of service, 60 percent after four years of
service, 80 percent after five years of service, and 100 percent after six years of service.

Qualified retirement plans, even those that are not top-heavy, must contain provisions
that will take effect if the plan becomes top-heavy. Those provisions must include the top-heavy
vesting schedule that will apply if the plan becomes top-heavy.

Sour ces of Complexity

Having special vesting schedules for top-heavy plans increases the complexity of the
vesting rules, particularly because the top-heavy vesting schedules must be reflected inthe plan
document.

Recommendation for Simplification

The Joint Committee staff recommendsthat the vesting requirementsfor all
qualified retirement plans should be made uniform by applying the top-
heavy vesting schedulesto all plans.

A single set of vesting rules will provide consistency among plans, will reduce
complexity in plan documents and will eliminate the possibility that different portions of an
employee’ s benefit will be subject to different vesting schedules, depending on whether the plan
was top-heavy when the benefits accrued. Applying the top-heavy vesting schedule to all plans
will assure that this change does not undercut the effectiveness of the top-heavy rules. It will
also reduce the number of partially vested participants, making the rules for terminated
employees easier to apply.

P Sec. 416(b).
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4. Conform requirementsfor SSIMPLE IRAsand SIMPLE 401(k) plans
Present L aw
In general

Under certain salary reduction arrangements, an employee may elect to have the
employer make payments as contributions to a qualified retirement plan or similar arrangement
on behalf of the employee, or to the employee directly in cash. Contributions made to the plan at
the election of the employee are called elective deferrals. Elective deferrals (and earnings
thereon) generally are not includible in a participant’s gross income until distributed from the
plan.

Present law provides two different types of employer-sponsored arrangements to which
elective deferrals can be made that are specifically designed for small employers. SIMPLE
401(k) plans and SIMPLE IRAs (collectively referred to as“ SIMPLE plans’).** Both of these
arrangements are intended to encourage the establishment of retirement plans by small
employers by providing simpler rules and reduced administrative burdens compared to typical
qualified retirement plans. Asthe names suggest, SSIMPLE IRAs use individua retirement
arrangements (“1RAS”) as the funding vehicle, and SIMPLE 401(K) plans use aqualified cash or
deferred arrangement (“401(k) plan”) as the funding vehicle.

Therules applicableto SIMPLE IRAs and SIMPLE 401(k) plans are similar, but not
identical. SIMPLE plans are deemed to satisfy the nondiscrimination requirements applicable to
qualified retirement plans and are deemed to satisfy the top-heavy rules.

In addition to SIMPLE plans, present law provides two additional plans to which elective
deferrals may be made: 401(K) plans and tax-sheltered annuities. All employers, other than
State or local government employers, may maintain a401(k) plan.”® Tax-sheltered annuities
(“section 403(b) annuities’) may be maintained by certain tax-exempt employers and educationa
institutions. These arrangements are subject to different sets of rules, including limits on
contributions, eligibility requirements, and nondiscrimination rules.

Eligible employers

Both SSIMPLE IRAs and SIMPLE 401(k) plans are available to employers with 100 or
fewer employees who do not maintain aqualified retirement plan. However, SIMPLE IRASs may

%2 Secs. 401(k)(11) and 408(p).
23 Present law generally prohibits State and local government employers from

establishing 401(k) plans. This prohibition does not apply in the case of a401(k) plan adopted
by a State or local government before May 6, 1986.
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be established by State or local government employers, whereas SIMPLE 401(k) plans generally
may not be established by State or local government employers.

Contribution requirements

All employees eligible to participatein aSIMPLE IRA or SIMPLE 401(k) must be
permitted to make elective deferras under the plan, up to a maximum of $6,500 (for 2001). In
addition, the employer must match employees' elective deferrals on adollar-for-dollar basis up
to three percent of compensation, or the employer must make a two-percent nonelective
contribution for all eligible employees. In the case of SIMPLE IRAS, but not SIMPLE 401(K)
plans, the employer may make matching contributions at arate of less than three percent, but not
less than one percent and may not make a reduced matching contribution for more than two years
in the five-year period ending in the current year.

No contributions may be made to a SIMPLE plan other than required contributions.

Eligible employees

In the case of a SIMPLE IRA, the group of digible employees must include any
employee who has received at least $5,000 in compensation from the employer in any two
preceding years and is reasonably expected to receive $5,000 in the current year. The employer
may choose to exclude certain nonresident aliens and collectively bargained employees. The
group of employees eligible to participate in a SIMPLE 401(K) plan must satisfy the coverage
requirements generally applicable to qualified retirement plans under section 410(b). These
coverage requirements allow employers greater flexibility in determining which employees are
eligible for a SIMPLE 401(k) than do the eligibility rulesfor SIMPLE IRAS.

Sour ces of Complexity

The existence of multiple structures and multiple rules for elective deferral arrangements
requires employersto consider each structure and its particular rules to determine which
arrangements are availabl e to the employer and which to adopt for its employees. Small
employers are faced with an even greater array of options than other employers; they have
available elective deferral arrangements available to employers regardless of size, plus the
SIMPLE IRA and SIMPLE 401(k) plans available only to small employers. The difficulty of
determining what type of plan to establish is complicated by the fact that there are small
differences between the two plans specifically designed for small employers. The confusion the
different rules create may be exacerbated by the lack of clear policy rationales for some of the
differences.

Recommendation for Simplification

The Joint Committee staff recommendsthat therulesrelatingto SSIMPLE
IRAsand SIMPLE 401(k) plans should be conformed by (1) allowing State

2 A State or local government with apre-May 6, 1986, grandfathered 401(k) plan may
adopt a SIMPLE 401(k) plan.

186



and local government employersto adopt SIMPLE 401(k) plans, (2) applying
the same contribution rulesto SSIMPLE IRAsand SIMPL E 401(k) plans, and
(3) applying the employee digibility rulesfor SSMPLE IRAsto SSMPLE
401(k) plans.

Under the proposal, al small employers would be eligible to adopt a SIMPLE plan. This
would simplify the decision-making process for State and local government employers,
moreover, there does not appear to be a policy rationale for allowing such governmental
employersto adopt one type of SIMPLE plan but not another. The Joint Committee staff is
making a separate recommendation to allow State and local governmental plans to adopt 401(k)
plans.®® Even if that recommendation is not adopted, the Joint Committee staff believes that
employer eigibility for SIMPLE plans should not be different for SSIMPLE IRAs and SIMPLE
401(k) plans.

The Joint Committee staff recommends that the contribution requirements for all
SIMPLE plans should be the same. This recommendation could be implemented by either
extending the option to lower the required match to SIMPLE 401(k) plans or by eliminating the
option for SIMPLE IRA plans. Eliminating options generally increases simplification.
However, the ability to elect alesser contribution in some years provides flexibility to employers
and therefore may make it more likely that an employer will adopt a plan for its employees.
Thus, maintaining the option may further pension policy objectives.

The Joint Committee staff recommends that SIMPLE IRA employee dligibility rules be
applied to al SIMPLE plans. The SIMPLE IRA rules are less flexible that the SIMPLE 401(k)
rules, but are easier to apply.

During the course of this study, it was suggested to the Joint Committee staff that greater
simplification could be achieved by eiminating the SIMPLE 401(k) alternative. It isargued that
the SIMPLE IRA isoverall asimpler approach, and that the existence of a choice of plansitself
isacomplicating factor. The Joint Committee staff agrees that options add complexity.

However, the Joint Committee staff decided not to recommended eliminating SIMPLE 401(k)
plans. For employers who intend to adopt a SIMPLE plan only on atemporary basis and
eventually to adopt aregular qualified retirement plan, the ability to adopt a SIMPLE 401(k) plan
may provide greater smplification in the longer term by making easier the transition from a
SIMPLE plan to aregular 401(k) plan.

The Joint Committee staff believes that further smplification could be achieved by
conforming all the rules for the various elective deferral arrangements available to all employers.
Such simplification would involve policy issues that would need to be resolved apart from
simplification.

2% gpe Section 111.C.8. of this Part, below.
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5. Conform definitions of highly compensated employee and owner
Present L aw
In general

The employee benefit and qualified retirement plan provisions of the Code prohibit
discrimination in favor of certain groups of employees, including owners, officers, and highly
paid employees. In addition, certain employees are subject to restrictions or other special
treatment. Different terms and definitions apply to these groups for different purposes.

Highly compensated employee

Highly compensated employee statusiis relevant for the nondiscrimination requirements
applicable to qualified retirement plans and to other employee benefits.**® For most purposes, a
highly compensated employee is an employee (1) who was a five-percent owner during the year
or the preceding year, or (2) who had compensation of $85,000 (for 2001) or more for the
preceding year.®’” An employer may elect to limit the employees treated as highly compensated
employees based upon their compensation in the preceding year to the highest paid 20 percent of
employeesin the preceding year. Five-percent owner is defined by cross-reference to the
definition of key employee (see below).

Some employee benefit provisions use dightly different termswith dightly different
definitions. A self-insured health plan must not discriminate in favor of a“highly compensated
individual,” defined as (1) one of the five highest paid officers, (2) a 10-percent shareholder, or
(3) an individual among the highest paid 25 percent of al employees®® A cafeteria plan must
not discriminate in favor of a“highly compensated individual” with respect to eligibility to
participate in the cafeteria plan or in favor of a*highly compensated participant” with respect to
benefits under the plan.*® For cafeteria plan purposes, a“ highly compensated individua” is (1)
an officer, (2) afive-percent shareholder, (3) an individual who is highly compensated, or (4) the
spouse or dependent of any of the preceding categories.®® A “highly compensated participant”

%% These benefits include qualified tuition reductions under section 117(d), educational
assistance under section 127, dependent care assistance under section 129, certain fringe benefits
under section 132, and adoption assistance under section 137.

27 Sec. 414(q).
28 gec. 105(h)(5).
2 Sec. 125(b)(1).

W gec. 125(e). Although sole proprietors and partners are treated as employees for
qualified retirement plan purposes, they are not treated as employees for all employee benefit
purposes. In addition, a 2-percent owner of a subchapter S corporation is treated as a partner for
employee benefit purposes.
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isaparticipant who fallsin any of those categories. “Highly compensated” is not defined for this
purpose.

Key employee

Key employee status is relevant for purposes of the top-heavy rules that apply to qualified
retirement plans and to cafeteria plans.® Key employee status applies also for purposes of the
nondi scrimination requirements applicable to group term life insurance.™ A key employeeisan
employee who, at any time during the year or the preceding four years, is (1) a five-percent
owner of the employer, or (2) a one-percent owner with compensation of more than $150,000,

(3) one of the 10 employees with compensation more than $35,000 (for 2001) and owning the
largest interests in the employer, or (4) an officer with compensation more than $70,000 (for
2001). % The $35,000 and $70,000 figures are determined by cross-reference to other
provisions of the Code; $150,000 is afixed amount. A specia rule limits the number of officers
treated as key employees. If the employer is a corporation, afive-percent owner is a person who
owns more than five percent of the outstanding stock or stock possessing more than five percent
of the total combined voting power of al stock. If the employer isnot a corporation, afive-
percent owner is a person who owns more than five percent of the capital or profitsinterest. A
one-percent owner is defined by substituting one percent for five percent in the preceding
definitions. Attribution applies in determining ownership.®*

Special owner rules

For qualified retirement plan purposes, various special rules apply to employees who own
afive-percent or 10-percent interest in the employer.*®

An owner-employee is an employee who (1) owns the entire interest in an unincorporated
trade or business or (2) owns more than 10 percent of either the capital interest or the profits
interest in a partnership.®® Contributions to a qualified retirement plan for an owner-employee

% Secs. 416 and 125(b)(2).
%2 Sec. 79(d).
3B Sec. 416(i).

% The attribution rules that apply for qualified retirement plan purposes are discussed in
Section I11.C.10. of this Part.

¥ Under the present-law requirements for minimum distributions, a five-percent owner
must begin receiving distributions after age 70%, even if still working. For this purpose, five-
percent owner is defined by cross-reference to the definition of key employee. For further
discussion of the minimum distribution rules, see Section 111.C.7.a of this Part, below, which
includes a recommendation to eliminate required distributions during the life of the employee.

3% Sec. 401(c)(3).
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may be based only on the employee’ s earned income from the trade or business for which the
qualified retirement plan is established.*

A qualified retirement plan is prohibited from engaging in certain transactions, such asa
property sale, with disqualified persons.®® A disqualified person includes a shareholder owning
10 percent or more of the employer, a highly compensated employee (defined as earning 10
percent or more of the yearly wages of the employer), or a partner or joint venturer owning a 10-
percent or more capital or profits interest in the employer.®® The Secretary of the Treasury, after
consultation and coordination with the Secretary of Labor, may by regulation prescribe a
percentage lower than 10 percent for this purpose.

In some cases, transactions that otherwise would be prohibited are exempt from the
prohibition. However, most prohibited transaction exemptions do not apply to owner-
employees. For this purpose, a shareholder-employee is treated as an owner-employee. A
shareholder-employee is an employee or officer of an S corporation who owns more than five
percent of the outstanding stock of the S corporation, and attribution from family members
appliesin determining ownership.°

A principal owner is aperson who owns (1) in the case of a corporation, five percent or
more of the total combined voting power of all stock or five percent or more of the total value of
the stock, (2) in the case of a partnership, five percent or more of the capital or profits interest, or
(3) in the case of atrust or estate, an actuarial interest of five percent or more.*™* In certain
circumstances, aprincipal owner’sinterest is disregarded in determining whether two or more
trades or businesses are under common control for employee benefit purposes. In addition, if a
qgualified retirement plan covers a principal owner and the total number of employees of the
employer (or the employer’s controlled group, if applicable) is 100 or less, al of the employees
are interested parties who must receive notice of an application for an IRS determination of the
qualified status of the plan.>

Anindividual who owns more than five percent of the stock or of the capital or profits
interestsin an employer isaprincipa owner or shareholder for purposes of an employer-
provided educational assistance, dependent care assistance, or adopti on assistance program.

%7 Sec. 401(d).

3 Sec. 4975(c).

3 Sec. 4975(€)(2).

310 gec. 4975()(6)(C).

3! Tress. Reg. sec. 1.414(c)-3(d)(2).
%12 Treas. Reg. sec. 1.7476-1(b)(2).

3 Secs. 127(b)(3), 129(d)(4) and 137(c)(2).
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Benefits provided to the group of principal owners or shareholders and their spouses and
dependents under these programs are subject to special limits.

Sour ces of Complexity

Requiring an employer to apply various definitions and criteria for different employee
benefit purposes makes compliance excessively burdensome. In many respects the various
definitions and criteria overlap or contain only minor differences and therefore produce
complexity without meaningful policy distinctions.

Recommendation for Simplification

The Joint Committee staff recommends that uniform definitions of highly
compensated employee and owner should be used for all qualified retirement
plan and employee benefit purposes. Accordingly, the Joint Committee staff
recommendsthat many of the statutory terms and definitions be r epealed.

Under the Joint Committee staff’ s recommendation, a five-percent owner would be a
person who owns (1) in the case of an employer that is a corporation, more than five percent of
the outstanding stock or stock possessing more than five percent of the total combined voting
power of all stock and (2) in the case of an employer that is not a corporation, more than five
percent of the capital or profitsinterest. In determining the employer’s highly compensated
employees, five-percent owner status for the current year or preceding year would be relevant.

In determining the employer’ s key employees, five-percent (or one-percent) owner status for the
current year or four preceding years would be relevant. Attribution would continue to apply in
determining ownership. Five-percent owner status would be relevant for purposes of any special
rules applying to owners. All other owner-related terms and their definitions would be repealed.

The statutory definition of highly compensated employee®* would apply for purposes of
the nondi scrimination requirements applicable to any tax-favored employee benefit. Therefore,
as under present law, highly compensated employees would include five-percent owners, as well
as employees with compensation of more than $80,000* (indexed) for the preceding year, with
an optional rule to limit the latter group to the 20 percent highest paid employees. Any other
terms or definitions for highly compensated status would be eliminated.

The recommendation would simplify the application of special rules for ownersin that all
specia ruleswould apply to the same group of owners. Similarly, the same group of highly
compensated employees would apply for al nondiscrimination purposes. The employer would
no longer have to determine different groups of owners or different highly compensated groups
for different purposes.

314 Sec. 414(q).
35 Under present law, an employee with compensation of $80,000 or more is a highly

compensated employee. The change to more than $80,000 would provide consistency with the
standard for five-percent owner and key employee status.
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6. Conform contribution limitsfor tax-sheltered annuitiesto contribution limitsfor
qualified retirement plans

Present L aw

Present law imposes limits on the contributions that may be made to tax-favored
retirement plans.

Defined contribution plans

In the case of atax-qualified defined contribution plan, the limit on annual additions that
can be made to the plan on behalf of an employeeisthe lesser of $35,000 (for 2001) or 25
percent of the employee’ s compensation (sec. 415(c)). Annual additions include employer
contributions, including contributions made at the election of the employee (i.e., employee
elective deferrals), after-tax employee contributions, and any forfeitures allocated to the
employee. For this purpose, compensation means taxable compensation of the employee, plus
elective deferrals and similar salary reduction contributions. A separate limit applies to benefits
under a defined benefit plan.

For years before January 1, 2000, an overall limit applied if an employee was a
participant in both a defined contribution plan and a defined benefit plan of the same employer.

Tax-shdtered annuities

In the case of atax-sheltered annuity (a* section 403(b) annuity”), the annual contribution
generally cannot exceed the lesser of the exclusion allowance or the section 415(c) defined
contribution limit. The exclusion allowance for ayear isequal to 20 percent of the employee's
includible compensation, multiplied by the employee’ s years of service, minus excludable
contributions for prior years under qualified plans, tax-sheltered annuities, or section 457 plans
of the employer.

In addition to this genera rule, employees of nonprofit educational institutions, hospitals,
home health service agencies, health and welfare service agencies, and churches may elect
application of one of severa special rules that increase the amount of the otherwise permi tted
contributions. The election of a special ruleisirrevocable. In addition, an employee may not
elect to have more than one special rule apply.

Under one special rule, in the year the employee separates from service, the employee
may elect to contribute up to the exclusion allowance, without regard to the 25 percent of
compensation limit under section 415. Under thisrule, the exclusion alowance is determined by
taking into account no more than 10 years of service.

Under a second special rule, the employee may contribute up to the lesser of: (1) the
exclusion alowance; (2) 25 percent of the participant’ s includible compensation; or (3) $15,000.
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Under athird special rule, the employee may elect to contribute up to the section 415(c)
limit, without regard to the exclusion allowance. If thisoption is elected, then contributions to
other plans of the employer are also taken into account in applying the limit.

For purposes of determining the contribution limits applicable to section 403(b) annuities,
includible compensation means the amount of compensation received from the employer for the
most recent period that may be counted as ayear of service under the exclusion allowance. In
addition, includible compensation includes elective deferrals and similar salary reduction
amounts.

Treasury regulations include provisions regarding application of the exclusion allowance
in cases in which the employee participates in a section 403(b) annuity and a defined benefit
plan. The 1997 Act directed the Secretary of the Treasury to revise these regulations, effective
for years beginning after December 31, 1999, to reflect the repeal of the overall limit on
contributions and benefits.

Sour ces of Complexity

The contribution limits for section 403(b) annuities create complexity because of the
recordkeeping necessary to apply the limits, complicated calculations, and the existence of
multiple options. In addition, the differences between the section 403(b) limits and the qualified
retirement plan limits create confusion for taxpayers and make the comparison of different plans
more difficult, thus adding complexity to the employer’ s decision as to what type of plan to
adopt.

Recommendation for Simplification

The Joint Committee staff recommendsthat the contribution limits
applicable to tax-sheltered annuities should be conformed to the contribution
limits applicable to compar able qualified retirement plans.

The Joint Committee staff recommendation would repeal the exclusion allowance
applicable to contributions to tax-sheltered annuities. Thus, such annuities would be subject to
the contribution limits applicable to qualified retirement plans. The differences between the
limits on contributions to qualified retirement plans and tax-sheltered annuities are largely
historical. The qualified retirement plan limits are easier to apply than the present-law section
403(b) limits. Conforming the limits will reduce recordkeeping and computational burdens, a
well as eliminate the confusion resulting from differences between tax-sheltered annuities and
qualified retirement plans.
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7. Simplification of distribution rules applicable to qualified retirement plans
(a) Smplify minimum digtribution rules
Present L aw
|n general

Minimum distribution rules apply to all types of tax-favored retirement plans, including
qualified retirement plans, individual retirement arrangements (“IRAS’), tax-sheltered annuities
(“section 403(b) plans’), and eligible deferred compensation plans of tax-exempt and State and
local government employers (“section 457 plans’). In general, under these rules, distribution of
minimum benefits must begin no later than the required beginning date. Minimum distribution
rules also apply to benefits payable with respect to a plan participant who has died. Failure to
comply with the minimum distribution rules results in an excise tax imposed on the payee equal
to 50 percent of the required minimum distribution not distributed for the year. The excise tax
may be waived if the payee establishes to the satisfaction of the Secretary that the shortfal in the
amount distributed was due to reasonable error and reasonable steps are being taken to remedy
the shortfall. The excise tax will be automatically waived for certain beneficiariesin the event of
the death of the participant prior to the participant’ s required beginning date. In addition to the
imposition of the excise tax on the payee, the failure of a qualified retirement plan to provide for
compliance with the minimum distribution rules results in disqualification of the plan.

Digtributions prior to the death of the individual

In the case of distributions prior to the death of the plan participant, the minimum
distribution rules are satisfied if either (1) the participant’s entire interest in the plan is
distributed by the required beginning date, or (2) the participant’ sinterest in the plan isto be
distributed (in accordance with regulations), beginning not later than the required beginning date,
over apermissible period. The permissible periods are (1) the life of the participant, (2) the lives
of the participant and a designated beneficiary, (3) the life expectancy of the participant, or (4)
thejoint life and last survivor expectancy of the participant and a designated beneficiary. For
purposes of calculating mi nimum required distributions, the life expectancies of the participant
and the participant’s spouse may be recal culated annually.

In the case of qualified retirement plans, tax-sheltered annuities, and section 457 plans,
the required beginning date is April 1 of the calendar year following the later of (1) the calendar
year in which the employee attains age 70-1/2 or (2) the calendar year in which the employee
retires. However, in the case of afive-percent owner of the employer, distributions are required
to begin no later than April 1 of the calendar year following the year in which the five-percent
owner attains age 70-1/2. |If commencement of benefitsis delayed beyond age 70-1/2, then the
accrued benefit of the employee must be actuarially increased to take into account the period
after age 70-1/2 in which the employee was not receiving benefits under the plan. In the case of
distributions from an IRA other than a Roth IRA, the required beginning date is April 1
following the calendar year in which the IRA owner attains age 70-1/2. The pre-death minimum
distribution rules do not apply to Roth IRAS.
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Distributions after the death of the plan participant

The minimum distribution rules also apply to distributions to beneficiaries of deceased
participants. In generd, if the participant dies after minimum distributions have begun, the
remaining interest must be distributed at least as rapidly as under the minimum distribution
method being used as of the date of death. If the participant dies before minimum distributions
have begun, then the entire remaining interest must generally be distributed within five years of
the participant’ s death. The five-year rule does not apply if (1) the terms of the plan do not
provide that the entire remaining interest must be distributed within five years of the participant’s
death, and (2) distributions begin within one year of the participant’ s death and are payable over
the life of adesignated beneficiary or over the life expectancy of a designated beneficiary. A
surviving spouse beneficiary is not required to begin distribution until the date the deceased
participant would have attained age 70-1/2. In addition, a surviving spouse who receives an
eligible rollover distribution from atax-favored retirement plan may roll over the distribution to
an IRA.

Sour ces of Complexity

The minimum distribution requirement is widely viewed as not only one of the most
complex set of rules affecting tax-favored retirement plans, but also one of the most likely to
provide atrap for the millions of individuals who participate in such plans and arrangements.
Unlike most of the rules relating to qualified retirement plans, the minimum distribution rules
impose the primary responsibility for compliance, and the resulting administrative burdens, on
plan participants. In some cases the plan administrator may help participants to determine the
required minimum distribution, and annuity distributions from a defined benefit plan will
generally satisfy the rules. However, in many cases the individual will not have such assistance.

Asaresult of the minimum distribution requirement, an individual who has attained age
70-1/2, who continues to work and participate in an employer-sponsored retirement arrangement,
and who owns an IRA, is required to begin receiving distributions of retirement benefits from the
IRA at the same time as the individual contributes to or accrues benefits under the employer-
sponsored retirement arrangement.*°

The minimum distribution requirement is another example of the different treatment of
IRAs and qualified retirement plans. In addition to the different definitions of required
beginning date, different minimum distribution rules apply to owners of multiple IRAs and
participants in multiple qualified retirement plans. An individual who owns more than one IRA
is permitted to withdraw from only one IRA the aggregate amount of required minimum
distributions. However, if an employee is a participant in more than one qualified retirement
plan, the plansin which the employee participates may not be aggregated for purposes of
satisfying the minimum distribution requirements.

318 The same situation arises for an individual who continues to work and participate in
an employer-sponsored retirement arrangement after attaining age 70-1/2 and either has an
accrued benefit under atax-favored retirement savings plan maintained by a prior employer or is
currently or was previously afive-percent owner of the individua’s employer.
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Some would argue that the minimum distribution requirements are illogical and
inconsistent with the stated purpose of the requirements, i.e., to ensure that benefits accumul ated
or accrued under tax-favored retirement plans are used to provide replacement of an individual’s
preretirement income at retirement rather than for indefinite deferral of tax on a participant’s
accumulation under the arrangements. For example, if an amount greater than the required
minimum distribution is made for a particular year, the participant may not reduce the required
distribution for the next year by the amount of the excess payment. In addition, a qualified
retirement plan participant’ s entire benefit under the plan, whether vested or non-vested, must be
included in the minimum distribution calculation.

The minimum distribution rules result in complexity and administrative burdens not only
for plan participants, but also for beneficiaries of such individuals. The manner in which a
beneficiary must comply with the minimum distribution requirements following the death of a
plan participant depends upon (1) whether the beneficiary is the spouse of the participant, or an
individual other than the spouse of the participant, or a beneficiary of a spousal beneficiary who
dies after the participant but before distributions have begun to the surviving spouse, (2) whether
the participant had reached the participant’s required beginning date prior to the participant’s
death, (3) whether the beneficiary is designated prior to the end of the year following the year in
which the participant dies, (4) whether the plan is an individual account plan or a defined benefit
pension plan, (5) whether the plan has adopted a provision specifying that the entire remaining
interest must be distributed within five years of the participant’ s death if the participant dies
before minimum distributions have begun, and (6) whether distributions to the beneficiary
commence within the year following the year of the participant’ s death.

Recommendation for Simplification

The Joint Committee staff recommends that the minimum distribution rules
should be smplified by providing that (1) no digtributions are required
during thelife of a participant; (2) if distributions commence during the
participant’slifetime under an annuity form of distribution, the termsof the
annuity will govern distributions after the participant’sdeath; and (3) if
distributions either do not commence during the participant’slifetime or
commence during the participant’slifetime under a nonannuity form of
distribution, the undistributed accrued benefit must be distributed to the
participant’s beneficiary or beneficiaries within fiveyears of the
participant’s death.'’

The minimum distribution rules were applied to all qualified retirement plans by the 1982
Act as part of abroader set of changes to the qualification rules. Prior to the 1982 Act, more
strict qualification requirements, and lower contribution limits, applied to plans of
unincorporated businesses (called “H.R. 10 plans’ or “Keogh plans’) than to plans maintained
by corporations. The 1982 Act repealed some of the specia rules relating to Keogh plans,

37 Asunder present law, a surviving spouse who receives an eligible rollover
distribution from atax-favored retirement plan would be permitted to roll over the distribution to
an IRA.
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modified some of the specia rules, and applied the modified rules to plans maintained by all
employers. These changes were made because the Congress believed that the level of tax
incentives made available to encourage an employer to provide retirement benefits to employees
should generally not depend upon whether the employer is an incorporated or unincorporated
enterprise. In addition, the Congress believed that the rules that were needed to assure that the
tax incentives available under qualified retirement plans are not abused should generally apply
without regard to whether the employer maintaining the plan is incorporated or unincorporated.

The minimum distribution rules reflect the perspective that the primary purpose of the
special tax benefits for qualified retirement plansis retirement savings and that tax-favored
retirement plans should not primarily be used as a means of estate planning. The minimum
distribution rules do not impose any additional taxes; they merely determine when tax will be
imposed on retirement plan benefits. Thus, the minimum distribution rules limit the tax benefits
for retirement savings after the plan participant reaches age 70-1/2 or retires. Some
commentators have argued that recent Federal tax law changes, including the elimination of an
excise tax on excess distributions from and an additional estate tax on excess accumulations
under qualified retirement plans, threaten to significantly increase the use of qualified retirement
plans as estate planning rather than retirement savings vehicles. They suggest that the minimum
distribution rules should be ssimplified in a manner that would ensure the use of qualified
retirement plan benefits during a participant’s lifetime.3®

On the other hand, some view the minimum distribution requirement as a penalty for
saving. They arguethat saving is beneficia to the U.S. economy as awhole and that an
individual should not be penalized merely because the plan participant has sufficient assets or
resources to provide for hisor her retirement and does not need to draw down his or her tax-
favored retirement plans until after age 70-1/2 (or at all during his or her lifetime). Others argue
that if the participant does not need tax-favored savings for retirement income, then the tax-
favored treatment may not be necessary to encourage the participant to save, and thusis not an
efficient use of tax incentives.

The elimination of the rules that require minimum distributions during the life of the plan
participant and the establishment of a uniform rule for post-death distributions would
significantly smplify a complex requirement that imposes burdens on plan participants and their
beneficiaries, aswell as plan sponsors and administrators who assist such individualsin
complying with the rules.®*°

38 See eg., Jay A. Soled and Bruce A. Wolk, The Minimum Distribution Rules and
Their Critical Role in Controlling the Floodgates of Qualified Plan Wealth, 2000 B.Y.U. L. Rev.
587 (2000).

319 The recommendation would not affect the incidental death benefit limitation that
appliesto qualified retirement plans. See, e.g., Treas. Reg. sec. 1.401-1(b)(1)(i).
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(b) Adopt uniform early withdrawal rules
Present L aw

Early withdrawal tax

A distribution of benefits from atax-favored retirement plan generally isincludible in
grossincomein the year it is paid under the rules relating to taxation of annuities, unless the
amount distributed represents the individual’ s investment in the contract (i.e., basis). Specia
rules apply in the case of Roth IRAS, distributions that are rolled over into another tax-favored
retirement plan, distributions of employer securities, and certain other situations.

Taxable distributions made before age 59-1/2, death, or disability generally are subject to
an additional 10-percent incometax. Thisearly withdrawal tax appliesto all taxable
distributions from tax-favored retirement plans, except that the tax does not apply to benefits
under an eligible retirement plan of atax-exempt or State or local government employer (a
“section 457 plan”). A number of exceptions apply to the early withdrawal tax, depending on the
specific type of arrangement fromwhich the distribution ismade. For example, thereisan
exception to the early withdrawal tax for distributions from IRAs for first-time home purchase
and certain educationa expenses; however, this exception does not apply to distributions from
employer-sponsored qualified retirement plans, such as qualified cash or deferred arrangements
(“section 401(k) plans’). Table 14., below, lists the exceptionsto the early withdrawal tax that
apply to each type of plan.

Table 14.--Comparison Of The Exceptions To The 10-Percent Early Withdrawal Tax

EXCEPTIONTO IRAS QUALIFIED TAX-SHELTERED
EARLY WITHDRAWAL TAX RETIREMENT ANNUITY
PLANS (403(b)) PLANS
1. Distributions Made After Age 59-1/2 Yes Yes Yes
2. Distributions Made After Death Yes Yes Yes
3. Distributions Attributable To Disability Yes Yes Yes
4. Periodic Payments Yes Yes Yes
5. Didtributions After Separation From Service | No Yes Yes
After Age 55
6. Distributions for Extraordinary Medical Yes Yes Yes
Expenses
7. Distributions To Unemployed Individuals Yes No No
For Health Insurance Expenses
8. Distributions for Higher Education Expenses | Yes No No
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Distributable events

Present law limits the circumstances under which plan participants may receive
preretirement distributions from qualified retirement plans. The permissible circumstances vary
by plan type. Elective deferrals under a section 401(k) plan (and earnings thereon) may be
distributed only on account of separation from service, death, or disability, or attainment of age
59-1/2. Elective deferrals (but not earnings thereon) may also be distributed on account of a
hardship of the employee.

Sour ces of Complexity

Present law creates complexities for taxpayers because the differing exceptions to the
early withdrawal tax make it more difficult for taxpayers to determine their tax liability and to
plan transactions appropriately. For example, an individual with both an IRA and an employer-
sponsored retirement plan must take into account the possible imposition of the tax in deciding
from which plan to make the withdrawal. An individua who is unaware of the differences may
be subject to the tax, whereas a more informed individual would be able to avoid the tax by
making the withdrawal from a different plan.

The different exceptions to the early withdrawal tax also may make it more difficult for
taxpayers to understand the consequences of and to make decisions regarding rollovers of
distributions from one type of plan to another. For example, if an individual retires under a
qualified retirement plan at age 55, distributions from that plan are not subject to the early
withdrawal tax. However, if the individual rolls his or her benefit over into an IRA, and then
begins distributions before age 59-1/2, the distributions would be subject to the early withdrawal
tax (unless another exception to the tax applies).

The different exceptions to the early withdrawal tax also create complexities dueto
enforcement problems. For example, the different exceptions have resulted in the enactment of a
provision prohibiting the rollover of certain hardship distributions from a section 401(k) plan to
prevent avoidance of the early distribution tax on distributions from such plans.*® These
additional rules create confusion for taxpayers, as well as for plan administrators who must
administer the rules. 1n some cases, imposition of the early withdrawal tax still may be avoided
by rolling over a distribution from one type of plan to another.

Recommendation for Simplification

The Joint Committee staff recommends that the exceptionsto the early
withdrawal tax should be uniform for all tax-favored retirement plansand
that the applicable age requirementsfor the early withdrawal tax and
permissible digtributions from section 401(k) plans should be changed from
59-1/2 to 55.

0 S, Rep. 105-174 (April 22, 1998), at 145-46.
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The early withdrawal tax reflects the concern that the tax incentives for retirement
savings are inappropriate if the savings are diverted to nonretirement uses. The early withdrawal
tax discourages early withdrawals and also recaptures a measure of the tax benefits that had been
provided.® While some view exceptions to the early withdrawal tax as undermining the
purposes of the tax benefits for retirement savings, others argue that allowing exceptions for
certain types of expenses will encourage more individuals to save in a tax-favored retirement
plan. Without the exceptions, some individuals may be discouraged from saving due to concerns
that the funds will not be readily available if needed for other purposes. Some aso argue that
certain exceptions to the tax directly further the goa of retirement saving. For example, some
argue that an exception for first-time home purchase may encourage more individuals to
purchase a home, thus reducing their retirement income needs.

It isunclear why certain exceptions to the tax should apply to certain types of tax-favored
retirement plans and not others. The fact that IRAs have additional exceptions for firgt-time
home purchase and educational expenses may reflect aview that IRAs are intended to encourage
saving generally, or saving for purposes other than retirement, whereas employer-sponsored
retirement plans are intended to encourage saving for retirement. However, it is difficult to make
such digtinctions. Some argue that the exceptions for distributions from employer-sponsored
qualified retirement plans should be more favorabl e than the exceptions for other tax-favored
retirement plansto provide an incentive for employersto establish such plans. On the other
hand, some argue that limiting the exceptions from other vehicles, such as IRAs, would be unfair
to individuals who are not covered by an employer-sponsored plan.

The Joint Committee staff’ s recommendation would provide the same exceptions to the
early withdrawal tax for all tax-favored retirement plans.® There are four exceptions to the tax
that would be affected by the proposal: the exceptions for first-time homebuyer expenses,
educational expenses, and health insurance expenses of unemployed individuals that currently
apply only to IRASs, and the exception for distributions made to an employee after separation
from service after attaining age 55 that currently applies only to qualified retirement plans. In all
four cases, the rules could be simplified by either extending the exception to all plans or by
eliminating the exception with respect to all plans. Exceptions to the tax create complexities that
would not exist if the exceptions did not exist. Thus, more simplification would be achieved by
eliminating the exceptions. However, the Joint Committee staff believes that the existence of the

#1 See, e.g., Joint Committee on Taxation, General Explanation of the Tax Reform Act of
1986 (JCS-10-87), May 4, 1987, at 713-14.

%2 Certain exceptions that are relevant only to particular types of plans because of the
rules applicable to such plans would not be changed. For example, the early withdrawal tax does
not apply to distributions of excess deferrals under a section 401(k) plan or similar arrangement.
This exception to the tax is relevant only with respect to plans to which elective deferrals can be
made. The proposal also would not extend the early withdrawal tax to plans not currently
subject to the tax, in particular, section 457 plans. However, if pending legisative proposals to
permit rollover of benefits between governmental section 457 plans and other tax-favored
arrangements are enacted, then conforming the treatment of such plans under the early
withdrawal tax should be considered.
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exceptions represents a policy decision on the part of the Congress that certain limited exceptions
to the tax are appropriate. The Joint Committee staff believesit is more consistent with this
policy decision to extend the exceptions to all types of plans. Thus, under the recommendation,
the early withdrawal tax would not apply to distributions for first-time homebuyer expenses,
educational expenses, or health insurance expenses of unemployed individuals. In addition, in
order to extend the age 55 exception to IRAs in a simple manner and to establish a uniform age

at which distributions are permitted and do not trigger additional taxation, the age at which the
early withdrawal tax applies and at which distributions of elective deferrals from a section 401(k)
plan are permitted would be reduced from age 59-1/2 to age 55.

8. Make401(k) plans availableto all governmental employers
Present L aw

L egidative background

Section 401(k), which permits employees to elect to have a portion of their pay
contributed to a qualified retirement plan rather than received in cash, was enacted in 1978.%%
At that time, there was no restriction on the type of employer that could establish a 401(k) plan.

The 1986 Act enacted an express prohibition on the maintenance of 401(k) plans by State
and local government and tax-exempt employers.® The legidative history explains that the
Congress was concerned that the proliferation of 401(k) plans was unduly shifting the burden of
retirement savings to employees and believed that such plans should be supplemental retirement
savings, not primary retirement plans. Restricting the types of employers that could adopt such
plans was one way to limit the expansion of 401(k) plans.® The 1986 Act provided that the
prohibition on the maintenance of 401(k) plans did not apply to plans of State or local
governments adopted before May 6, 1986. Later legidative changes clarified that a State or local
government that had adopted a 401(k) plan before such date could amend the plan after such
date, including to add classes of employees and could also adopt a new 401(k) plan.>®

The 1996 Act allowed tax-exempt employers to maintain 401(k) plans. The 1996 Act
also provided for SIMPLE IRAS, which isasimplified plan that, like 401(k) plans, alows

3 Sec. 131(a) of the Revenue Act of 1978, Pub. Law No. 95-600. An arrangement that
satisfies the requirements of section 401(k) isaqualified cash or deferred arrangement (*401(k)
plan”). For adescription of the law relating to cash or deferred arrangements before the
enactment of section 401(k), see, Joint Committee on Taxation, General Explanation of the
Revenue Act of 1978 (JCS-7-79), March 12, 1979, at 82-83.

34 gpes, 1116 and 1136 of Pub. Law No. 95-600.
¥ H. Rep. 99-426 (1985), at 687; S. Rep. 99-313 (1986), at 549.

35 Sec. 1011(K)(8) of the Technical and Miscellaneous Revenue Act of 1988, Pub. Law
No. 647. See'S. Rep. 100-445 (1988), at 140-42.
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employeesto elect to receive cash or a plan contribution. State and local government employers
may maintain SSIMPLE IRAs.

Pr esent law

Under present law, al employers other than State and local government employers may
establish a401(k) plan. The Federal Government also maintains the Thrift Savings Plan, which
is generaly subject to the same rules as 401(k) plans.

Sour ces of Complexity

The restriction on the ability of State and local governments to maintain 401(k) plans
causes complexity by creating confusing distinctions between plans and employers. For
example, a State or local government with a grandfathered 401(k) plan may expand an existing
401(k) plan or adopt anew plan. In some cases, the grandfather rule makes the prohibition
against maintenance of 401(K) plans by governmental employers meaningless, but adds
administrative burdens by requiring the manipulation of existing plansin order to come within
the grandfather. State and local government employers may adopt other types of eective
deferral plans, including SIMPLE IRASs and section 457 plans which, as described below,
operate in amanner similar to 401(k) plans when adopted by government employers.

Recommendation for Simplification

The Joint Committee staff recommendsthat all State and local gover nments
should be per mitted to maintain 401(k) plans.

The recommendation will reduce complexity by eliminating meaningless distinctions
between the types of plans that may be offered by different types of employers. The
recommendation will also increase the fairness of the tax laws; there is no clear policy reason
why some governmental employers, including the Federal Government, may adopt a 401(k)
plan, but other governmental employers may not.

9. Redraft section 457 to separate requirementsfor governmental plans and plans of tax-
exempt employers

Present L aw

Among the various types of tax-favored retirement plans under present law are eligible
deferred compensation plans under section 457. An eligible deferred compensation plan (also
known as a“section 457 plan”) is anongualified plan that is maintained by a State or local
government or a tax-exempt organization™’ and that meets certain requirements. Among the
requirements that must be satisfied is that the amount deferred cannot exceed the lesser of (1)
$8,500 (for 2001) or (2) 33-1/3 percent of compensation. Compensation deferred under an

eligible deferred compensation plan is not includible in gross income until paid or made

%7 Section 457 does not apply to a plan maintained by a church or a church-controlled
organization. Sec. 457(e)(13).
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available to the individual .*® Eligible deferred compensation plan treatment is not limited to
arrangements that permit employees to elect whether to defer compensation or receive it
currently, but section 457 plans commonly take an elective deferral approach. Although many of
the rules relating to section 457 plans apply equally to plans of governmental and tax-exempt
employers, as described below, there are significant differences between the rules in some cases
as applied to each type of employer.

Section 457 also contains rules for unfunded deferred compensation plans of State and
local governments and tax-exempt employers that do not meet the requirements of section 457.
Amounts deferred under such aplan are includible in grossincomein the first year inwhich
there is no substantial risk of forfeiture of such amounts.®® Asaresult, an eligible deferred
compensation plan is generally the only means by which a State or local government or atax-
exempt organization can provide nonqualified deferred compensation on atax-deferred basis.

Although the original rules of section 457 applied only to unfunded plans, section 457
now requires that governmenta plans be funded. Applying afunding requirement to
governmental section 457 plans, but not plans of tax-exempt organizations, creates a significant
distinction between different types of section 457 plans and aters the nature of such plans. Asa
result of the funding requirement, governmental section 457 plans are now more smilar to
gualified retirement plans, and many governmental section 457 plans operate in amanner similar
to 401(k) plans.

Certain types of plans are not subject to section 457, even though they may operatein
practice to defer compensation. With respect to both governmental and tax-exempt employers,
such plans include bona fide vacation, sick leave, compensatory time, severance pay, disability
pay, or death benefit plans. In addition, aqualified governmental excess benefit arrangement
that provides benefits that cannot be provided under a qualified plan maintained by the
government employer because of the limits on benefits under such plansis exempt from the
requirements that apply under section 457. Similar excess benefit arrangements of tax-exempt
employers are subject to the restrictions of section 457.

Besides the funding requirement, section 457 contains other distinctions between plans
maintained by governments and by tax-exempt organizations. A governmenta plan that is
administered in amanner that isinconsistent with the section 457 requirements is entitled to a
special grace period before being treated as not meeting the requirements.®

Besides the distinctions between section 457 plans maintained by governments and by
tax-exempt organizations under the tax laws, distinctions exist under Title | of ERISA. Plans
maintained by government employers, including section 457 plans, are exempt from many of the

8 Sec. 457(a).
9 Sec. 457(f).

%0 The IRS has various programs that allow a sponsor of a qualified plan to correct
compliance problems with the plan rather than having the plan disqualified. Rev. Proc. 2001-17,
2001-7 1.R.B. 589.
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ERISA requirements. However, no special ERISA exemption exists for section 457 plans
maintained by tax-exempt organizations. Because of conflict between some of the requirements
under section 457 and requirements under ERISA (such as funding and exclusive purpose),
ERISA has the effect of limiting the ability of a tax-exempt organizations to maintain broad-
based section 457 plans. Thus, such plans are generally limited to management employees,
whereas many governmental section 457 plans cover abroad group of employees.

Sour ces of Complexity

Despite the differences between section 457 plans maintained by State and local
governments and plans maintained by tax-exempt organizations, the same Code provision deals
with both types of plans. This causes drafting complexity in that employers and practitioners
must review all the rules under section 457 in order to determine those that apply to its plan.

Recommendation for Simplification

The Joint Committee staff recommendsthat the statutory provisions dealing
with ligible deferred compensation plans should be redrafted so that
separate provisons apply to plans maintained by State and local

gover nments and to plans maintained by tax-exempt organizations.

Under the Joint Committee staff recommendation, section 457 would be amended so that
separate provisions would apply to eligible deferred compensation plans maintained by State and
local governments and to plans maintained by tax-exempt organizations. Asaresult, employers
and practitioners could more readily identify the requirements that apply to each type of plan.

For example, an employer considering whether to establish an eligible deferred compensation
plan would have to review only the requirements that would apply to its plan. Thiswould make
it easier for employers to understand and comply with the requirements. In addition, statutory
amendments that affect only one type of employer would not cause confusion for the other type

of employer. The new statutory structure would al so reflect the differences in operation between
the two different types of plan.

10. Adopt uniform ownership attribution rulesfor qualified retirement plan purposes
Present L aw

In general

Ownership of abusinessisrelevant for various qualified retirement plan purposes. For
example, controlled groups of corporations, unincorporated businesses under common control,
and members of affiliated service groups are treated as a single employer for purposes of various
qualification requirements, including the nondiscrimination rules and the limits on contributions
and benefits.** In addition, ownership is relevant in determining whether an employeeisa

%l Secs. 414(b), (c), and (m).
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highly compensated employee for nondiscrimination purposes, a key employee for top-heavy
purposes, or adisqualified person for purposes of the prohibited transaction rules. >

Different attribution rules apply to different provisions for which ownership is relevant.
For example, the attribution rules used in determining controlled group status for purposes of
preventing corporations from receiving multiple tax benefits (* controlled group attribution
rules’) apply in determining whether a group of corporations is a single employer for qualified
retirement plan purposes.®* The attribution rules in subchapter C of the Code (“subchapter C
attribution rules’) apply in determining whether an employee is a highly compensated employee
or akey employee®* The attribution rules used in the case of transactions between related
parties (“related party attribution rules’) apply in determining whether someone is a disqualified
person.*® These attribution rules, and the purposes for which they are used, are described in
detail below.

Controlled group rules

Definitions

A controlled group of corporationsis treated as a single employer for certain qualified
retirement plan requirements. The concept of “controlled group of corporations’ is generally
based on the definition of that term under the rules that prevent corporations from receiving
multiple tax benefits. Under that definition, achain of corporations connected through
ownership of 80 percent of the stock is treated as a parent-subsidiary controlled group. In
addition, a brother-sister controlled group exists if five or fewer persons own at least 80 percent
of the stock in two or more corporations and also own 50 percent of the stock, taking into
account only the same percentage of stock owned by each person in al the corporations.

Similar controlled group rules apply in the case of unincorporated entities.** Under
regulations, a chain of organizations connected through 80 percent ownership istreated asa
parent-subsidiary group under common control.**" |n addition, a brother-sister group under
common control existsif five or fewer persons own at least 80 percent of two or more
organizations and also own 50 percent of the organizations, taking into account only the same
percentage owned by each person in al the organizations.

%2 See sec. 414(q)(2) (highly compensated employee), sec. 416(i)(1)(B) (key employee),
and sec. 4975(e)(2) (disqualified person).

33 See sec. 414(b), cross referencing sec. 1563(a).
%4 Spe secs. 414(g)(2), 416(i)(1)(B), and 318.

¥ See sec. 4975(e), cross referencing sec. 267(c).
36 Sec. 414(c).

%7 Treas. Reg. sec. 1.414(c)-2.
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Attribution rules

The controlled group attribution rules apply in determining whether a controlled group of
corporations exists for qualified retirement plan purposes. Under those rules, stock owned by a
corporation or a partnership is treated as owned by a shareholder or partner having at least afive-
percent interest in the corporation or partnership, in proportion to that interest. In addition, stock
owned by an estate or atrust is treated as owned by a beneficiary having at least a five-percent
interest in the estate or trust, in proportion to that interest. The holder of an option istreated as
owning the stock subject to the option, and stock owned by a grantor trust is treated as owned by
the grantor or other owner of the trust.

Anindividua istreated as owning the stock of his or her spouse (subject to an exception
if certain requirements are met) or aminor child (under age 21), and aminor child istreated as
owning the stock of hisor her parents. Anindividual who, before application of thisrule, owns
more than 50 percent of a corporation is treated as owning the stock of hisor her parents,
grandparents, adult children, and grandchildren.

The controlled group attribution rules deal with ownership of stock in a corporation.
Similar rules, dealing with ownership of al types of interests, apply under the regulations
relating to groups under common control.*® For example, a partnership interest owned by a
corporation or a partnership is treated as owned by a shareholder or partner having at least afive-
percent interest in the corporation or partnership, in proportion to that interest. Similarly, an
interest in atrust held by an estate is treated as held by a beneficiary having at least afive-
percent interest in the estate, in proportion to that interest.

Affiliated service groups, highly compensated employees, key employees

Definitions

The members of an affiliated service group are treated as a single employer for certain
qualified retirement plan purposes.®® An affiliated service group consists of aservice
organization (“first organization) and one or more other entities that bear certain relationships to
thefirst organization. An affiliated service group exists if another service organization (an “A
organization”) is a shareholder or partner of the first organization and either regularly performs
services for thefirst organization or is regularly associated with the first organization in
performing services for third parties. Alternatively, an affiliated service group exists between a
first organization and another organization (a“B organiation™) if asignificant portion of the
other organization’s business is the performance of services for the first organization (or a
member of an affiliated service group with the first organization), the services are of atype
historically performed by employees, and 10 percent or more of the interestsin the B
organization is held by highly compensated employees of the first organization (or a member of
an affiliated service group with the first organization).

%8 Treas. Reg. sec. 1.414(c)-4(b).

¥ Sec. 414(m).
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The group of highly compensated employees of an employer includes an employee who
isafive-percent owner at any time during the year or preceding year. A key employeeisan
employee who, at any time during the relevant determination period, is (1) afive-percent owner
of the employer, (2) a one-percent owner of the employer and receives compensation of more
than $150,000, or (3) one of the 10 employees owning the largest interests in the employer and
receives compensation of more than $35,000 (for 2001). These definitions are based on
ownership of stock if the employer is a corporation or on ownership of a capital or profits
interest if the employer is not a corporation.

Attribution rules

The subchapter C attribution rules apply in determining ownership for purposes of
affiliated service group, highly compensated employee, or key employee status. Although these
rules apply only to stock ownership, similar treatment of other interests applies for qualified
retirement plan purposes.>®

Aninterest owned by a corporation or a partnership is treated as owned by a shareholder
having at least afive-percent interest in the corporation or a partner of the partnership, in
proportion to the shareholder’ s interest in the corporation or the partner’ sinterest in the
partnership.® In addition, an interest owned by an estate or a trust (other than a qualified
retirement plan trust) is treated as owned by a beneficiary of the estate or trust, in proportion to
the beneficiary’ sinterest in the estate or trust. The holder of an option is treated as owning the
interest subject to the option, and an interest owned by a grantor trust is treated as owned by the
grantor or other owner of the trust.

Unlike the controlled group attribution rules, the subchapter C attribution rules also
attribute ownership to an entity from its owners. Specifically, an interest owned by a 50-percent
shareholder of a corporation, a partner, afive-percent beneficiary of atrust (other than a
qualified retirement plan trust), or abeneficiary of an estate is treated as owned respectively by
the corporation, partnership, trust, or estate. An interest owned by the grantor or other owner of
agrantor trust is treated as owned by the trust.

Anindividua istreated as owning an interest owned by the individual’ s spouse, children,
grandchildren or parents.

¥0 Prop. Treas. Reg. sec. 1.414(m)-2(d), sec. 416(i)(1)(B).

#1 Under the